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AN ACADEMIC ACCOUNTANT’S APOLOGY 


F. SEweELL Bray 


Senior Nuffield Research Fellow in the Department of Applied Economics, 
University of Cambridge. 


(The Fifth Commonwealth Institute of Accountants Research Lecture 
delivered in the University of Perth, September 6th, 1949.) 


Let me say at once how much I value 
this invitation to come and talk to you 
in such a great centre of learning as this 
University, not only for the honour that 
is thereby done me, but also for the 
happy opportunity to further the cause of 
academie accounting which it opens up, 
and which I sense is so dear to you all. I 
knew that in your universities, at least, I 
should not be upbraided for speculation. 
Indeed, research presupposes speculation, 
and this has application in the field of 
economie accounting no less than else- 
where. In places of learning such as this 
our only vital concern is with contribu- 
tions to knowledge, and in this particular 
instance with the accounting contribution 
to knowledge. Our mission is to pursue 
truth wheresoever it may lead us. 

Learning comes through suffering and a 
spirit of infinite correction. It cannot be 
hurried, for scholarship is a _ spiritual 
affair. Toynbee reminds us of ‘‘—the un- 
hurrying pace at which the deepest tides 
of spiritual creation flow.’’+ Whatever 
field of enquiry we make our bent, we need 
to undergo the discipline of endeavour. As 
we seek to push forward the boundaries of 
knowledge and unfold truth, we find that 
our efforts become a test of character. We 


' Civilization on Trial, p. 40 (Oxford University 
Press, 1948). 


are consistently foiled and left perplexed. 
Moreover, it is well to remember that real 
knowledge only proceeds from a collision 
and coalescence of minds. That is why I 
believe it to be so essential to the maturing 
cause of economic accounting that its study 
should be pursued in universities, for there 
the accounting student must jostle against 
students pursuing knowledge in other call- 
ings, often with aims and ambitions essen- 
tially different from his own. 

The academic accounting student is con- 
cerned with something more than the mere 
acquisition of a utilitarian technique. He 
must give time and place to ideas invoking 
practical lessons very far distant from im- 
mediate understanding. But there is still a 
wider view which I would not have any of 
us forget. When a student enters a univer- 
sity ‘‘he becomes a member of a com- 
munity which exists essentially to serve the 
development of culture and the advance- 
ment of knowledge. His education comes 
from being immersed in the atmosphere of 
intellectual activity and in being associated 
for a period with older and more experi- 
enced stduents for whom the cultivation of 
the things of the mind is a permanent and 
professional task.’’ As was remarked in a 
recent article in The Times Literary Sup- 
plement,? ‘‘the truth of Newman’s words 


*9th April, 1949. 
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An Academic Accountant’s Apology—continued 


still holds. The university is no place to 


train a multiude; it cannot attempt this 
without destroying itself, and society must 
training of its 


look elsewhere for the 


middle men.’’ 


And what is the apology of we older 
students who spend our lives in more or 
less direct touch with universities? I think 
it must rest in the subject we choose to 
pursue in furtherance of the cause of 
truth. It is well known to you that in my 
own particular case that subject is account- 
ing; perhaps, I should prefer to call it 
economic accounting, for the qualifying 
adjective gives a more fundamental sound 
to the whole business. I firmly believe that 
accounting has a mission to perform in the 
realm of economic ideas, for by setting 
down the embodiments of those ideas in the 
accounting pattern of a constant super- 
imposed check of double-entry we promote 
degrees of order and consistency which 
must facilitate understanding. Indeed, we 
are told in some quarters that the dis- 
covery of the double-entry idea itself first 
emanated from the contemplative mind of 
a monk. As it now seems to us the idea of 
double-entry evidences a simple truth, and 
as Professor Robbins has recently re- 
minded us in the context of his own pur- 
suit, ‘‘it is important that we should not 
undervalue the simpler truths of the sub- 
ject.’’ I was gratified to see that one of the 
examples which he chose to cite asserted 
‘‘that the money which is paid over the 
counter is received by somebody on the 
other side —the essence of the aggregate 
equations.’’* Later, and in one of your 
other universities, I shall seek to argue 
that it is possible to promulgate a univer- 
sal and formal structure of accounts by 
derivation from one of the simplest and 
most primary of these aggregate equa- 
tions. Since it is at one with my own gam- 


bit, I cannot forbear to detain you with 


one further quotation from the oration of 
Professor Robbins to which I have re- 
ferred. It goes like this —‘‘ But in the ab- 
sence of an ordered view, of a systematic 


*¢¢The Economist in the Twentieth Century.’’ 
An oration delivered by Lionel Robbins on the 
53rd Anniversary of the Foundation of the 
London School of Economics (Economica, May, 
1949, p. 99). 
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technique of analysis, confronted with the 
kind of economic problem which is charac- 
teristic of affairs today, the best leader in 
the world must be at a loss—a captain on 
the bridge in the storm without telescope 
or compass.’’ # 

And now I want to turn to an oft- 
forgotten byway. The bulwark of the ac- 
counting art rests in its chronicles of 
economic dealings: We-may say with some 
certainty that these transactions are pro- 
perly recorded as and when they take 
place, on an objectively dependable basis. 
Therefore, they can be records of no mean 
order if in course of time they are made 
available to the economic historian. If he 
chances upon them and cares to examine 
them, books of account can portray the 
changing fortunes of a myriad of persons, 
firms and institutions, and provide the in- 
cidental evidence for a number of social 
changes. Dom David Knowles, the Profes- 
sor of Medieval History in the University 
of Cambridge has made good use of such 
evidence as relates to the Cistercian system 
of accounts. As an accountant I was par- 
ticularly interested in his references to the 
rules for the elimination of cross entries.5 

Professor Baxter, who now graces the 
chair of accounting in the University of 
London, has given us The House of Han- 
cock,® an historical survey which deals with 
the life of a firm of merchants from its 
birth in 1724 to its death in 1775, and 
which provides much incidental informa- 
tion on the social, political and economic 
life of Boston during that time. So we see 
that the accounting art can be one of the 
historian’s servants, and this is a reason 
for requiring that precise entries in books 
of account should be adequately described. 
I am inclined to think machine accounting 
when pushed beyond the range of the rou- 
tine transaction has done something to 
impair this historical quality in account- 
ing records. I am glad to think that ae- 
counting has played some part in further- 
ing historical studies. It is a noble cause 
from which, as possible part servants, we 


‘Op. cit., p. 

5The Religious Orders in England, by Dom 
David Knowles. Chapter VI—The Monastic Ad- 
ministration, particularly pp. 76-77 (Cambridge, 
at the University Press, 1948). 


100. 


* Harvard University Press, 1945. 
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An Academic Accountant’s Apology—continued 
may gain some inspiration, for—as Pro- 
fessor Powicke has told us—the historian 
‘has a duty to the past. He should not 
forget the services rendered by an old 
order of things, whether it was embodied 
in a class or society or in a system of be- 
liefs, in the days of its strength. He 
should not be too sure that forgotten values 
have lost their worth, still less that they 
never had any worth to lose. He should 
remember how often men have striven to 
recover something from a dead past and to 
live it over again, if only in their thoughts, 
or find new meaning in its creations.’’? I 
cannot doubt that the academic student in 
accounting, whether he be old or young, 
would do well to inform his mind by read- 
ings in social and economic history. It 
eould and should impart a depth of view 
and a sharpening of judgment, leading 
him straight to the point of a survey of 
historical details, with other things in due 
perspective. 

| think, too, there are other fields in 
which the student of accounting might 
stray. His technique, even when it has 
been informed by the rigours of economie 

and may have itself contributed 
something to history, should not be so 
barren that he is restrained from contem- 
plating the ultimate ends of society. At 
bottom, all our special fields of enquiry 
pose a philosophical problem. I want us 
to study the art of accounting in the realm 
of ideas, and not rest content with the’ re- 
finement of its utilitarian purposes. We 
account in order that we may take in the 
truth of what should have been economic- 
ally performed to achieve a best use of 
Accounts are at one and the 
same time a report of stewardship and an 
aid to apprehension. They are the expres- 
sion of a fundamental though preliminary 
method of science, that of analysis and 
classification. But they are also an instru- 
ment of truth, and no instrument of truth 
can be perfected outside the world of ideas, 
unless it is to become a sterile, narrow and 
mechanieal affair. It was Plato who ob- 
served that ‘‘those who seek the absolute 
and eternal and immutable may be said 
to know, and not to have opinion only.”’ 


science, 


resources. 


"Three Lectures, by F. M. 
(Oxford University Press, 1947). 


Powicke, p. 21 
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I do not want to appear too fanciful, 
but as I am addressing in part an academic 
audience perhaps I may be permitted to 
offer some rather less mundane reflections 
than some may feel are apposite to my sub- 
ject. No one will deny that accounting 
has to do with numbers, with numbers sym- 
bolizing money, with money which at the 
impact of record symbolizes real exchange 
transactions. But may not accounting so 
far forget this symbolization of real things 
as to become yet another formal arrange- 
ment of numbers, epitomized by aggre- 
gates which have lost attachment to their 
first number cause. Lord Russell has re- 
marked that ‘‘Pythagorus, as everyone 
knows said that all things are numbers.’’ ® 
Accounting is far distant from 
mathematics as some people seem to think. 
Yet mathematics, with all its great. merits, 
ean have its pitfalls. Again, I turn to 
Lord Russell: ‘‘Mathematical knowledge 
appeared to be certain, exact, and applicable 
to the real world; moreover it was obtained 
by mere thinking, without the need of ob- 
servation. Consequently, it was thought to 
supply an ideal, from which every-day em- 
pirical knowledge fell short. It was sup- 
posed, on the basis of mathematics, that 
thought is superior to sense, intuition to 
observation. If the world of 
not fit mathematics, so much the worse for 
the world of sense. In various ways, 
methods .of approaching nearer to the 
mathematical ideal were ‘sought, and the 
resulting suggestions were the source of 
much that was mistaken in metaphysics 
and theory of knowledge. This form of 
philosophy begins with Pythagarus.’’ ® But 
later Lord Russell say that 
‘*Mathematiecs is, I believe, the chief source 
of the belief in eternal and exact truth, 
as well as in a super-sensible intelligible 
world.’’?° These are reflections 
which I believe constitute both a warning 
and an ideal most appropriate to the pur- 
suits of academie accountants. I leave 
them with you to ponder and interpret as 
you will. Yet I will add but one comment 
of my own. The formalizing of inductive 
material for contemplative deductive study 


not so 


sense does 


goes on to 


sober 


S History of Western Philosophy, by Bertrand 


Russell, p. 53 (Allen and Unwin, 1946). 
° Op. cit., p. 53. 


” Op. cit., p. 55. 
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An Academic Accountant’s Apology—continued 
is the great mission of accounting tech- 
nique ; it becomes so just as soon as we are 
sensitively aware of the motives of each 
method. 

I come now to the question of whether 
it is really worth while to make a study of 
accounting in the fashion and against the 
background I have indicated. I think the 
answer will depend in the first place upon 
the achievements of the academic account- 
ant, and in the second place upon the per- 
manence of those achievements, I suppose 
he has very largely come into being be- 
cause most people have thought it a good 
thing to teach young and intelligent men 
and women such a useful accomplishment 
as skill in accounting. It is the kind of 
technique one is always likely to want 
when setting about the great business of 
earning a living. But, if that is all there is 
to it then there is not likely to be very 
much inspiration to provoke permanent 
achievements. There must be something 
more in it than this, something which is 
not immediately useful, though ultimately 
we hope it may be, to justify the setting 
we are claiming for it here. Thus, it is my 
belief that we shall only maintain and pro- 
mote our status in academic circles if we 
tackle the claim of accounting as a tech- 
nique to be perfected in the service of 
unfolding truth. 


And what are the qualities and virtues 
to be gained from this approach that we 
should so regard it as worth while, and 
that we should seek to lead others to look 
upon our subject in such exalted prospect ? 
In putting forward my answers I must 
hope they will not be counted against me 
as but the exuberance of spiritual pride. 
There is the sanction of order. Every good 
account has an esthetic appeal. It looks 
well; we feel satisfaction at its preparation 
and some elation at its clarity and pre- 
cision. There are no untidy ends. The 
economic portrayal intended by its design 
is immediately apparent. A well drawn 
account is*both simple and significant. It 
has qualities of freshness and soundness 
which reveal the insight and eare with 
which it has been prepared. Its formal 
properties make it precise, and we in- 
stinctively feel there is something right 
about it. In so far as it may be drawn to 
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display operating activity it can be a com- 
plete record of institutional co-operative 
effort drafted with such an economy of 
statement as to be unexpectedly clear cut. 
There are no complications of detail. 

It is not surprising, therefore, that ac- 
counting order requires from its exponents 
patience, clear-sightedness and a precise 
mind. It demands such restraint as is to 
be seen in the relegation of particular de- 
tail to the universally significant aggre- 
gate. It requires an ability to detect like 
attributes in a number of seemingly 
diverse transactions. It must summon to 
its aid the maxim of spiritual regard. A 
good accountant must possess integrity and 
character, both of which qualities must in- 
form a deep regard for his subject, for to 
have a deep regard for one’s subject is to 
elevate it and proclaim high standards of 
excellence. To render an account is to sum 
up efforts and achievements. In this 
sense the essence of accounting presents 
the same apologetic as may be encoun- 
tered in other fields of human endeavour. 

The quest for something of permanent 
value should be an ever pressing urge. 
For the academic accountant it may be 
that accounting is the means which serves 
the detection of something of permanent 
value by others. I doubt if we have yet 
begun to realize the implications of double- 
entry accounting viewed as a closely knit 
series of equations. As we perfect our 
methods of formal statement, discern sig- 
nificant correlations, and sharpen our prin- 
ciples of quantitative measurement, it is 
possible that someone may conjecture other 
general propositions, at present hid from 
view, to add to those slender stabilities 
which at present support projections into 
probability. 

On the lower but important plane of ex- 
pediency I remark that every subject re- 
quires accepted standards; standards 
which grow in so far as we acknowledge 
the claims of perfectionist ideals, and 
which the best exponents conscientiously 
and painstakingly perform. If we keep to 
a restrained pride in our art we shall even- 
tually see that as we pass from speculation 
to expediency we shall give birth to a new 
emergence of professional accounting stan- 
dards which have their origin in economic 
performance, economic dealing and eco- 
nomic relationship. We are treading new 
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An Academic Accountant’s Apology—continued 
ground and much remains to be done for 
the tone and temper of accounting studies. 
Above all we must not forget that our goal 
is set high. As Lord Russell observes — 
‘‘Everyone who has done any kind of 
creative work has experienced, in a greater 
or less degree, the state of mind in which, 
after long labour, truth or beauty appears, 
or seems to appear, in a sudden glory—it 


The Australian Accountant 


393 


may be only about some small matter, or it 
may be about the universe. The experience 
is, at.the moment, very convincing; doubt 
may come later, but at the time there is 
utter certainty. I think most of the best 
creative work, in art, in science, in litera- 
ture, and in philosophy, has been the re- 
sult of such a moment.’’?! May I add to 
this my own petition that many academic 
accountants may experience these moments. 


THE FORMAL STRUCTURE OF 
ACCOUNTS—INVARIANCE 


F. SEweELL Bray 


Senior Nuffield Research Fellow in the Department of Applied Economics, 
University of Cambridge. 


(The Fifth Commonwealth Institute of Accountants Research Lecture 
delivered in the University of Adelaide, September 13th, 1949.) 


I suppose there is no one, however prac- 
tical their bent, who would feel disposed 
to quarrel with the view that accounting 
constructs a temporal and_ utilitarian 
epitomization of a series of variant ex- 
change transactions, or their equivalents, 
which is essential to an ordered financial 
understanding of such components of the 
economie system as anyone chooses to take 
responsibility and account for. It sets 
about this task on the firm and secure 
foundation of actual identified transac- 
tions. As some point in time following 
these recorded exchange events, it pro- 
duces, however ill classified or measured, 
what is tantamount to a formal pattern of 
commensurable symbols. This formal pat- 
tern, exemplified by the notion of balance, 
is inherent in the modus operandi of the 
double entry system. But it is one thing 
to have a formal balance pattern of sym- 
bols and quite another to tie these symbols 
to economic realities, so that we frame our 
structure in terms of a useful universal 
and invariant design which lends signifi- 
cance to those realities wheresover they be 
found. It is pertinent to remark, having 
tacitly adopted the first standpoint, that 


it is plainly incumbent upon us to examine 
this second strategy, in order that we may 
perfect the working tools essential to our 
understanding of primary economic rela- 
tionships. 


For my part, I am puzzled that account- 
ants should be troubled at suggestions 
which savour of standardization, for it is 
something which seems to dog them at 
every turn. One of the criticisms which 
had some part in prompting the new Com- 
panies Act, lately brought into force in my 
country, was that reliable comment on and 
interpretation of published accounting 
documents was impeded by a lack of uni- 
formity, and there is a sense in which it 
can now be said that the accounting pro- 
visions of the Companies Act, 1948, have 
established a minimum standard of uni- 
formity in the presentation of company 
accounts. Again, we are all of us aware of 
an impelling constraint requiring us to put 
together component accounts in like form 
and manner to one another, if resultant 
consolidated statements are to have any 
real significance. Most of us have also had 


1 Op. cit. 
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Formal Structure of Accounts—continued 


some experience of a movement among 
trade organizations having the avowed aim 
of stimulating uniformity in cost presen- 
tations. Whenever anyone thinks of set- 
ting up measures of effectiveness there is 
always a primary problem of standardiza- 
tion to be resolved. I push the case a 
stage further. Central governments are 
coming to see the force and usefulness of 
national accounts. The Accountant? in an 
editorial commenting on an address which 
I was privileged to give to the British As- 
sociation in the summer of 1947, remarked 
that if private accounting statements are 
to be of use to the cause of national ac- 
counting, certain difficulties must be 
cleared out of the way; I ask your leave to 
quote from this editorial. ‘‘The way out of 
these difficulties can be summed up in one 
word—standardization ; standardization of 
accounting periods, of the form of accounts 
and of the terms and methods of measure- 
ment. .. . Theoretical requirements demand 
that the source data of social statistics 
must be the aggregation of units of a simi- 
lar type. To assess the total value of the 
national capital, for example, we must add 
it all up at the one time, assessing the 
value of its elements on the same basis 
throughout, and in the same manner.’’ 


It seems, then, that standardization is 
‘‘in the air,’? however much we may be 
sensitive to natural disinclinations to fol- 
low its purport—to inclinations to stand 
aside and conjure up reasons which avoid 
its implications. But when I come to 
meditate upon the presage of such develop- 
ments as I have outlined I find myself 
deeply pondering the probability of uni- 
versality in form, a universality which is 
beyond the whim and fancy of mechanist 
exposition, and yet can serve the greatest 
utility. Can it be that standardization is 
but a reflection pointing to the substance 
of a deeper structure which it is our 
academic purpose to discover; a reflection 
consistently brought to view by dint of 
putting accounts to policy jobs. Let me 
say quite frankly that J think it is. 

I want to suggest to you that it is pos- 
sible to conceive an accounting structure 
which in some sense obeys a conservation 


*6th September, 1947. 
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law, such that its form is invariant no 
matter what be the qualitative and quan- 
titative elements of change to which the 
entity of account is subjected. That is to 
say, all such changes as do occur will hap- 
pen within and be obedient to the formal 
properties of one universal form. This 
requires that the postulates of formal ac- 
counting shall be general, reasonable, re- 
liable and readily adaptable to the empiri- 
cal facts of both actual and imputed trans- 
actions of exchange. Imputation may seem 
to some of you to sound a disturbing note, 
and I confess that I am myself very much 
in the dark as to the manner in which ser- 
vices in kind should be valued, and taken 
into accounts as if they were actual trans- 
actions of exchange entering into spending 
decisions. I think it worth while to spend 
a little time on clarifying this problem be- 
cause in my view it is a fruitful subject for 
academic accounting research. I expect it 
will be known to some of you that it is 
becoming a practice of applied economists 
to impute a value to those services of banks 
and other financial intermediaries which 
are rendered to their customers without 
imposing specific charges. While I do not 
wish to be taken as necessarily agreeing 
with his view, I think it is instructive to 
look at Kalecki’s comments on this impu- 
tation. In an article described as ‘‘ Further 
Comments on the Department of Com- 
merce Series,’’ contributed to The Review 
of Economics and Statistics in August, 
1948,* he questions its usefulness and even 
thinks is confusing. He says: ‘‘From the 
fact that, in this way, services which are 
really rendered are accounted for, it does 
not follow that they should necessarily be 
included in income and consumption. 
From the same point of view, the value of 
quite a number of other services—for in- 
stance, using a public park, ete.— should 
be included in income and consumption. 
Apart from the arbitrariness of the esti- 
mates in such eases, this procedure in- 
volves the inclusion in income and con- 
sumption of items which the individual 
never takes into consideration in his spend- 
ing decisions.’’* As I shall hope to show 
you, income and consumption are two of 
those postulates upon which I shall hope to 

* Harvard University Press. 

* Op. cit., p. 196. 
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Formal Structure of Accounts—continued 
bring to rest my theory of accounting in- 
variance. You will see, therefore, that this 
question of imputation assumes some im- 
portance, and I want to tell you right away 
it is my opinion it should only be resorted 
to when we can say that we have thor- 
oughly determined, understood, and mas- 
tered the means whereby quantitative ex- 
pressions can be reasonably assigned to 
qualitative services in kind, duly rendered, 
but not initially accounted in books of 
prime entry. Accounts which epitomize 
live exchange dealings are clear and clean, 
though they may not tell us all we ought to 
know. They are plainly a useful starting 
off point, and wisdom requires that we do 
not obscure them by imposing from with- 
out doubtful imputations which have no 
other sanction than the wishful expression 
of individual judgment. Even when such 
imputations are separately indicated so 
that they are plainly apparent for all to 
see, they may exact such an influence on 
the fundamental accounting residues of 
particular sector interests, as to be quite 
misleading. I must make it clear, however, 
that in the wider economie sphere I recog- 
nize the vital importance of such notions 
as carry the terminology of social ests 
and social benefits, but there is much re- 
search to be done before we can admit 
them into accounts under the concrete 
guise of quantitative measurement, everi 
though we may correctly discern their pro- 
per positions. This problem of imputation 
is an urgent task which must soon confront 
the fundamentally trained: worker admit- 
ted into our academic accounting research 
schools. 

Starting from the top, you will see that 
I am about to run my head into the mesh 
of uniform accounting. I shall do so by 
conceiving a universal basic structure of 
accounts capable of expressing the working 
of the economic system. Thereafter, I shall 
work down to those parts of it with which 
accountants are most familiar, and as I 
think, leave my professional brethren with 
much the same theoretical structure. I 
hope, therefore, you will allow me to spend 
a little of my time on what I regard as the 
background to this kind of approach. As 
many of you will know, the Cambridge 
economist Lord Keynes showed that we 
ought to be concerned with all the factors 
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determining the level of aggregate demand 
for goods and services. Although his im- 
mediate interest was centred on the prob- 
lems of full employment, F think he inci- 
dentally revealed a pattern—I would al- 
most say a fundamental theorem—which is 
peculiarly susceptible to accounting ex- 
pression. Indeed, once it is made explicit 
in the form of an account, I think it can 
be shown to constitute the core of any 
formally abstracted structure of institu- 
tional accounts. Accountants will 
nize that demand is historically translated 
and recorded as expenditure, and expen- 
diture has to do with spending on goods 
and services. There are two,very important 
spending eategories, the one constituted by 
consumption expenditure, and the other by 
expenditure on additions to wealth, and as 
it will seem to most of you these categories 
are not so very unlike the dichotomy be- 
tween capital and revenue expenditure 
which always receives so conventional a 
discussion in our text But before 
we can engage in spending decisions we 
must have an income to expend. Income 
arises from the economic activity of pro- 
ducing or bringing into being utilities asso- 
ciated with such goods and services as the 
members of a community ‘‘or the com- 
munity as a whole through its agents sets a 
valuation.’’* We now have three primary 
economic concepts which may bear the 
terms—production, consumption and add- 
ing to wealth, and in order to bring all our 
definitions into line with one another, I 
think it well to make it clear that by con- 
sumption we really mean ‘‘using up and 
wearing out of the fruits of production, 
and by adding to wealth we mean preserv- 
ing the fruits of producfion for the pur- 
pose of contributing to consumption at a 
later date.’’® So much is clear, but we 
now need a concept of outlay which re- 
lates income to its disposal on consumption 
and adding to wealth. If we look at these 
concepts in real terms and temporarily for- 
get the interplay of financial considera- 
tions I think we light upon a fundamental 
theorem which resolves our postulates in 
the simple form I = C + AF (where I = 


income or product, C = consumption, and 


recog- 


books. 


*J. R. N. Stone, Newmarch Lecture, 1949, de- 
livered at University College, London. 


5 Thid. 
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Formal Structure of Accounts—continued 

AF = asset formation or adding to 
wealth). For the benefit of any who may 
be more familiar with the usual Keynesian 
notation the equation, may be written 
Y = C+ 1 (where Y = product and I = 
investment or asset formation). 

Keynes was dealing with a sophisticated 
economy and so divided the disposal of 
income inte consumption outlay and sav- 
ing. It was the burden of his argument 
that ‘‘while the outlay and expenditure on 
consumption goods and services go hand 
in hand, a decision to save on the part of 
one individual does not automatically 
carry with it a desire to use that saving 
for investment purposes, since investment 
expenditure is in general undertaken hy a 
set of individuals and businesses different 
from those undertaking the saving. I*rom 
the definitions employed it follows that 
total saving is identically equal to total 
investment; but Keynes showed that under 
conditions where there is a tendency to 
excess saving, that is, where the amount 
which the community wishes to save at the 
full employment level of income exceeds 
the amount which is wanted for investment 
purposes in the same circumstances, an 
equilibrium level of saving and invest- 
ment might be brought about by a reduc- 
tion in income and therefore in saving, 
rather than by any factor in the situation 
tending automatically to raise investment 
demands to the level of full employment 
saving. He further argued that the for- 
mer mode of adjustment would be the nor- 
mal one in modern economic societies, and 
that an equilibrium situation could exist 
and might be expected at a level of income 
well below that which would accompany 
the full employment of resources.’’® As 
will be seen, the introduction of a second- 
ary concept—saving—when brought into 
‘connection with the three primary con- 
eepts I have indicated, opens out the fun- 
damental theorem, I = C + AF, into 
two independent relationships denoted by 
the identities, I — C + S and S§ = AF 
(where S = saving).* 


*Lord Keynes: The New Theory of Money, 
by J. R. N. Stone, Nature, Vol. 158, p. 652, 9th 
November, 1946. 

7In the Keynesian notation: Y=C+S5S 

8 =I. 
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It is my case that the three primary 
concepts to which I have referred, involve 
the setting up of two fundamental ac- 
counts, the one I will call Activity and 
the other Outlay, and I want to suggest to 
you that these fundamental accounts are 
of such universal purport that they are 
relevant to any and every transactor with- 
in an economy, whether that transactor 
be an enterprise, an institution, a central 
government or a person. On consolidation 
of the accounts of such transactors within 
a closed economy, we arrive at an aggre- 
gated fundamental statement of accounts 
which preserves the significance of these 
primary concepts and their resolution in 
the form I = C + AF. It will be appar- 
ent that it is the Activity account which 
brings together all transactions connected 
with production. In the case of an enter- 
prise, its incomings are represented by 
sales of goods and services and its out- 
goings by such costs as are incurred in 
achieving those sales to arrive at a 
measurement which most accountants call 
profit, but, if you will bear with me, I 
should like to eall product. 


If I may be allowed to keep the matter 
on a theoretical plane, I would say that 
exactly the same form of account is dis- 
cernible in the case of an individual who is 
rendering services in some form or another. 
The plainest form is that of a person who 
works for a wage or salary, involving no 
direct activity costs on that behalf. In this 
case the amount of the product is plainly 
the amount of the wage or salary received, 
and while it is unlikely that any of us 
would wish to set up an activity account 
portraying the costs as zero, nevertheless 
in theory I would like you to recognize that 
such an account is there. 


The second fundamental account I have 
called Outlay. It is this account which 
marks the point of outlay decision over 
product; it records the effect of decisions 
to consume and add to wealth. It is plainly 
appropriate to whatever type of structure 
we care to contemplate; indeed it is the 
accounting expression of the fundamental 
theorem I have consistently underlined in 
this discussion. 

It is obvious, however, that we all live 
and -have our being in a highly sophis- 
ticated world, a world which is capable of 
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Formal Structure of Accounts—continued 

entering into all kinds of financial arrange- 
ments,e.g.,such as are thought of in the way 
of borrowing and lending, and others which 
impose all kinds of transfers before pro- 
duct or income comes to rest at the point 
of outlay decision. This being the case, 
both our activity and outlay accounts re- 
quire to be secondarily supported by what 
I shall call Income and Resting accounts. 
I shall regard the income account of any 
particular transactor as picking up the 
products of all such economic activities as 
he engaged in. It will also gather in all 
current incomings and outgoings of a 
purely financial as distinct from activity 
order, and it will record the passage of 
those transfers of income which properly 
find their place as products available for 
outlay by other entities, either by reason 
ef past lending and borrowing operations 
or because some legal constraint requires 
the outlay decision to pass to some other 
constitutional transactor, e.g. a central 
government. The resting account is made 
to establish the relation between saving 
and asset formation. In the case of an 
individual transaector it will be composed 
of a number of financial incoming and out- 
goings of a capital order which upon con- 
solidation over the whole range of a closed 
economy will cancel out, leaving a reason- 
ably clear demonstration of the identity 
S = AF.§ If I may be rather more spe- 
cific, on the incoming side of this account 
you will find saving brought from outlay 
account, internal provisions for replace- 
ment of real assets, capital valuation ad- 
justments, movements in deferred liabili- 
ties and financial items for borrowing. On 
the outgoing side you will find real asset 
formation (including changes in inven- 
tories), real asset valuation adjustments 
made to bring the real elements of capital 
on to a like plane of reference, movements 
in deferred charges, and financial items 
for lending, including changes in current 
net indebtedness and changes in monetary 
balances. Thus we arrive at a situation 
where we have the two fundamental ac- 
counts, activity and outlay, supported by 


‘But see my comments on the Accounting im- 
plicatons of the identity S—= AF (Lecture No. 5 
in this series). 
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what I may perhaps be permitted to call 
financial accounts in the rather special con- 
text of income and resting.® In a paper 
which I am to give to the Australian Con- 
gress on Accounting, I have gone into a 
rather more detailed description of the 
mechanics by which this approach can be 
made adaptable to present accounting 
forms, but here I should wish my essential 
purpose to be regarded as an explanation 
of the reconciling position between eco- 
nomic theory and accounting technique. 
While it throws light on the kernel of what 
some have called the new economies, it 
also sharpens and makes precise the sig- 
nificance of accounting statement. I would 
almost say that it gives a new bent to ac- 
counting theory. It adds a new horizon 
to what before was largely dominated by 
utilitarian conventions appropriate to the 
measurement of profit. The particular 
relevance of the formal structure I have 
brought to your notice lies in its firm ad- 
herence to a fundamental theorem. It is 
this aspect of such a structure which gives 
to it the quality of significant adaptability. 
On the upper plane of economic aggrega- 
tion we can see the merits of a secured 
formal structure when comparisons are 
sought between different geographical re- 
gions and between different types of pro- 
ductive activity. 

May I leave the matter with you to pon- 
der thus far, and if by chance you may 
have felt that too great an insistence on 
theory has dominated the present scene, I 
would ask you to spare some time to consult 
the Congress paper detailing ‘‘The influ- 
ence of economic ideas on the formal state- 
ment of accounts and the principles of ac- 
counting measurement.’’ In that paper I 
make the attempt, indifferent though it 
may be, to square a fundamental back- 
ground with the utilitarian procedures of 
current accounting practice. 


°T should perhaps explain that all the way 
through this discussion my concern is with the 


formal time structure of accounts. I do not wish 
it to be thought that I countenance any neglect 
of static capital statements composed of measure- 
ments of past wealth accumulations plus present 
additions (i.e., the normal balance sheet presen- 
tation). 
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THE SPICE OF ACCOUNTING 


by 


R. J. CHAMBERS, A.I.C.A. 


Variety of mere nothings gives more pleasure than uniformity of something. 


The extent to which the form and con- 
tent of financial statements are discussed 
in recent and current periodicals and 
books may easily be taken as a measure 
of rapidly growing acceptance of the need 
for a clear and unequivocal public state- 
ment of business facts. The conclusion, 
however, seems to be contradicted, 
sharply contradicted, by the facts. There 
may be growing acceptance, but its 


growth is scarcely measurable in some re- 
spects, even if we examine the practices 


—RICHTER. 


current during a period as long as ten 
years. It is the writer’s purpose here to 
illustrate this contention from the “stock” 
notations in the published statements of 
a sample of fifty companies, large and 
small, whose securities are listed on one 
or more of the Australian Stock Ex- 
changes. (It should be pointed out that 
this is only part of a wider study, the 
final conclusions of which may differ in 
some respects from the present tentative 
conclusions. ) 


IS UNIFORMITY A DESIRABLE OBJECTIVE? 


For the purpose of gaining some gen- 
eral idea of the changes in balance sheet 
presentation, a list was made of the 
various ways in which the different assets 
and their bases of valuation were des- 
eribed. It is granted that of all assets, the 
item “Stock in Trade” was likely to show 
the greatest variety of bases of valuation, 
and that the case made out here is 
stronger than if we were to take all the 
items in the assets side of the balance 
sheet together. But the writer was not at 
all prepared for the bewildering array of 
descriptions derived from the sample of 
fifty. It seemed at first glance that the 
only generalization possible was that uni- 
formity in accounting, or rather in the 
presentation of accounting statements, 
was not highly regarded amongst those 
responsible for published statements. 

It seems that no case has been made 
out, by the Institutes and individuals who 
proclaim the virtues of a standard term- 
inology, with sufficient strength or 
cogency to influence the general body of 
accountants to adopt recommended forms 
and terms. And, it is submitted, no 
change of a general and _ noticeable 
character can be expected until account- 
ants generally are persuaded of the real 
importance of uniformity. The fact that 


accountants are in reality subject to the 
directions of -managers and _ boards of 
directors in these matters is not over- 
looked; but, unless accountants are con- 
vineed, they will have little in the way of 
argument or personal conviction to offer 
to their managers or boards as justifica- 
tion for a change to newer and better 
methods of presenttaion. 

There are many reasons why uniform- 
ity in technical details (such as stock 
valuation notations) as between com- 
panies should be widely adopted. Firstly, 
uniformity aids shareholders and inves- 
tors, particularly those who have interests 
in a number of different undertakings; 
the present variety must be very confus- 
ing, so confusing, perhaps, that the whole 
purpose of giving a valuation notation is 
defeated. To know that stock is valued 
on a few widely accepted bases is better 
than having to decide on the effect of 
some of the vague and almost meaning- 
less phrases now used. Secondly, it would 
aid all those who assist investors, for it 
would remove the need for much of the 
speculation which must take place about 
stock values and fixed asset values. 

Thirdly, it would aid creditors and 
bankers, for these groups are concerned 
even to a greater degree than investors 


(Continued on page 399) 
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The Spice of Accounting—continued 
and shareholders in the liquidity of busi- 
nesses, of vastly more business undertak- 
ings than individual investors; and in 
appraising the financial situation, stock 
may be a most important item. 
Fourthly, it would give to all outside 
interested parties—the general public, 
the consumer, the worker, governmental 


THE 


A glance at the table will show how 
heterogeneous in this one respect of stock 
valuation notations is Australian prac- 
tice. Thirty different notations are dis- 
tinguished, and the variety is even 
greater, as may be gathered from the 
notations in pdrentheses (A4) and the 
use of “ete.” (e.g. A5, BS). It may be 
objected, of course, that this list really 
contains relatively few different bases or 
methods of valuation that, although the 
words vary, many items don’t differ at all 
in meaning. That would have to be 
proved. But granting that is so; pub- 
lished statements are important not only 
for what lies behind them but also, and 


perhaps more so, for the impressions they 
create in the minds of people who have no 
access to the figures and facts behind the 


their 
bald 


And 
from 


impressions 
words and 


sheet. 
gained 


balance 
must be 
figures. 

The different notations are listed in full 
so that the meaningless phrases and the 
unnecessary variety may be seen most 
readily. It is suggested that very little 
knowledge can be gained about the stock 
valuation methods of these companies in 
spite of these notations. 


Meaningless Phrases 

In the first place, the tag “as certified 
by .. .” conveys nothing at all to out- 
siders; they can know little of the com- 
petence (to value the stock) of the office 
or officers mentioned in the notation. The 
phrase is quite superfluous unless an out- 
side expert valuer has done the job. 

The second type of phrase is much 
more serious, however. The “open end” 
notation (e.g., cost or under) sets an 
upper limit to the valuation basis, but 
who knows what the lower limit may be? 
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authorities — more obvious evidence than 
they have yet had that there is a definite, 
recognized procedure among accountants, 
a form that is correct, a terminology that 
is widely accepted. The profession can 
well afford to take great pains to have 
this view established; otherwise it will 
lack cohesion, and hence social influence 
and strength as a profession. 


TABLE 


In 1948 the cases described like this total 
eighteen (groups A4, A5, A6, C6, D5), 
compared with sixteen (groups A2, A3, 
A4, A5, B6, B11) in 1938—no improve- 
ment at all, in spite of all the work done 
by the .ustitutes and individuals to pro- 
mote better reporting in that interval. 


The third quite term is “at 
valuation.” However much it may be 
qualified by other phrases, it says noth- 
ing about objective tests of value at all, 
though admittedly the figures may have 
been quite objectively determined. The 
important thing, as far as outside parties 
are concerned, is to Say So, if some objec- 
tive basis, such as cost or market price 
has been used. 


useless 


On these counts and because two com- 
panies give no stock notation, we may 
say that in 1948, thirty of these fifty com- 
panies told outsiders nothing about their 
stock valuation methods except that they 
were conservative. How conservative no 
one outside could tell. 


Unnecessary Variety 


The previous paragraph has dismissed 
the whole of class C and most of classes 
A and D in the table. Let us examine 
class B. 

These notations all carry slightly differ- 
ent shades of meaning, but I doubt very 
much whether such shades of meaning 
are intended. It is extremely likely that 
“Cost or Market” (Bl) means “Lower of 
cost or market,’’ but it need not neces- 
sarily do so. The adjectives “current” 
(B3) and “fair” (B4) complicate the de- 
scriptions. One might ask “What other 
market value than current market value 
would be used for this purpose?” and 
“What is fair, in any case?” 
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Class B really includes two types of 
notation, one referring mainly to market 
price or value and the other to replace- 
ment price or value. As there seems to be 
no precision in so many other respects, 
one may be excused for assuming that re- 
placement means market price in at least 
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some of these cases. But the recommen- 
dations of the Chartered Institute and 
the company represented by D6 in the 
table clearly envisage three possible bases 
of valuation: cost, market and replace- 
ment value, each with a definite meaning 
and each required to be stated to define 
with any precision the limits of the stock 
valuation. 


SUMMARY 


We may say that of these fifty nota- 
tions, in only those companies represented 
by Al are stock values objectively deter- 
mined, and in those cases the notation 
has a more precise meaning than in all 
the other cases. 

If we ignore the defects imputed to 
conservative valuations, we may say that 
only groups Al, B2 and D6 (twelve cases 
out of fifty) comply with the require- 
ment of clear and meaningful expression 
in financial statements. Or to put it an- 
ether way, the only acceptable notations 
are: 

Cost Price, 
Market Price, 
Lower of Cost or Market, or 


Lowest of Cost, Market and Replace- 
ment Values— 
and only the former two can claim to be 
rigorously objective and consistent. 


Changes in the Period 


As appears from the table, there were 
relatively few changes in notation or 
basis during the period. There were 
eighteen changes in all over the ten years, 
four them occurring in 1948. The 
greatest movement was into group A4, an 
open-end group. 

More significant than the movements 
in the data as a whole, however, is the 
effect unplanned or capricious changes 
may have on the meaning of the accounts 
of individual companies. 

Here are the changes one company 
made, taken not from the balance sheet 
but from the directors’ report each year. 

1938-42: “Stock valuations do not ex- 
ceed cost or replacement price, 
which ever is the lower.” 


1943: “Stock in trade has been listed 
at or below cost.” 

1944: Similar to 1942. 

1945: “Stock has been listed at values 
not in excess of egst price, market 
selling price or replacement value, 
whichever is the lowest.” 

1946-48: No mention of stock valua- 
tion basis. 


Unless one is prepared to ignore these 
notations entirely, the task of interpret- 
ing the statements to which they refer is 
an unenviable one. 


Multiple changes occurred in only this 
and two other cases of the fifty examined. 


A change to the best method of presen- 
tation ought to be planned, so that the 
inconsistency made inevitable by change 
can be worked out of the accounts in the 
shortest possible period. 


Time and Place... 


We may well agree with Dr. Johnson’s 
statement that “The great source of 
pleasure is variety.” But who reads bal- 
ance sheets for pleasure? 

Uniformity in technical details is as 
important in business as in science; ac- 
countants should recognize its import- 
ance even if only by analogy with the 
needs of accounting procedures. 

Variety may be the spice of life, but 
surely people expect to find their spice in 
other places than published financial 
statements! We may take our pleasure 
in “variety of mere nothings,” but we 
could derive considerable professional 
satisfaction, perhaps even an improve- 
ment in status, from a greater measure 
of “uniformity of something.” 
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Stock Valuation Notations in Balance Sheets of 
Fifty Australian Companies, 1938 and 1948 


Basis 1938 1948 


Al Cost .. ‘a ; te oi 3s - is 6 5 
A2 Cost or para cost .. ‘is os “ oo» 2 - 
A3 Cost less amounts written down .. ‘ 1 - 


A4 Cost or under (or lower, or less, at or tulew oust - 
and under cost) 7" 


A5 Cost or under as certified by, ote. 
A6 At or below cost, less depreciation 


Cost and Market— 
Bl Cost or market 
B2 Lower of cost or market és - 
B3 Cost or current market value, which ever is lower 
B4 Cost or fair market value, which ever is the lesser 
B5 Cost price or market value as certified by, ete. .. 
B6 Not exceeding lower of cost or market 
B7 Lower of cost or market replacement price 
B8 Cost or replacement value, which ever is lower. . 
B9 Cost or replacement as certified by, ete. 
B10 Cost and/or replacement values 
B11 Cost, replacement value or under 


Valuation— 

C1 Valuation .. ss a as in 

C2 Valuation as per certified stock sheets .. 

C3 Valuation made by, ete. 

C4 Valuation after providing for possible cheslensenee of 
stocks 

C5 Valuation after providing for diminution in value of 
stocks .. “ - 

C6 Valuation not exceeding cost 


Other Bases— 
D1 Fair market value .. 
D2 As certified 
D3 Cost and valuation 
D4 Lower of cost or velention 
D5 Not exceeding cost, market or replacement value 
D6 Cost, market, or replacement value, which ever is least 
D7 No notation 


| eo ms pus j et 


TOTAL 
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CURRENT PROBLEMS DISCUSSED IN 


OVERSEAS 


Many interesting articles have come 
under notice this month. The twin pro- 
blems of the impact of inflation on ac- 
counting procedures and further improve- 


JOURNALS 


ment in forms of presentation of financial 


statements are still in the forefront of 


overseas discussions. 


DEPRECIATION AND REPLACEMENT COST 


One of the best articles yet published on 
this subject is A. E. Bishop’s ‘‘An Ac- 
countant’s Viewpoint on Depreciation of 
Fixed <Assets,’’ in Cost and Management 
(Canada), May, 1949. Mr. Bishop points 
out that cost accounting considerations are 
different from those of financial account- 
ing. For cost purposes, true cost pre- 
supposes inclusion of depreciation on re- 
placement value; but a convincing defence 
is offered of the orthodox view that for 
general accounting purposes the additional 
cost of replacement is best taken care of 
by appropriations to reserves, which are 
simply ‘‘a device for the appropriation of 
surplus to ensure that funds are not dis- 
tributed to shareholders in the form of 
dividends—a financial expediency.’’ The 
Accounting Review, July, 1949, has an un- 
usually comprehensive survey by Donald 
B. Woomer, entitled ‘‘LIFO as a Method 
of Determining Depreciation.’’ The use- 
fulness of accounting, conceived as a re- 
eord of financial history, varies inversely 
with the degree of fluctuation in the price- 
level. Stabilized accounting as advocated 
by H. W. Sweeney is the goal to which the 
accounting profession should aspire; but 
the difficulty is that there is no general 
price index which would be entirely satis- 
factory for this purpose. 

Other possible remedies examined are 
LIFO, supplementary statements on a re- 
placement cost basis, caleulation of depre- 
ciation on a replacement cost basis, and 
quasi-reorganization (the reconstruction of 
balance sheets to bring them into line with 
eurrent values). 

LIFO would provide a measured con- 
sideration that would be more in accord 
with economic cost, but would rarely, if 
ever, result in an exact representation of 
economic cost. Moreover, it would distort 
the balance sheet. The conclusion is that 


this is not the ideal solution; but that it 
is more desirable than historical 
which results in both inaccurate balance 
sheets and inaccurate income statements. 
Supplementary statements may lead to 
scepticism as to the validity of either set 
of statements. The objection to deprecia- 
tion on replacement cost is that such a 
cost is not objectively verifiable, that the 
method would fail to distinguish between 
changes due to price-level fluctuations and 
other causes, and that it obseures the 
function of cost recovery. Quasi-reorgani- 
zation could, of course, only take place at 
infrequent intervals. 


eost, 


R. P. Egerton, Replacement Accounting, 


in The Canadian Chartered Accountant, 
June, 1949, maintains that the problem of 
replacement should not become involved 
with valuations of nor with the 
revision of balance What is re- 
quired is some device which will lead to 
replacement money being available when 
needed. Replacement accounting should 
take the place of depreciation. Such ac- 
counting should ‘‘record taken to 
provide for the gradual extinction of a 
future liability by periodical contributions 
to a fund adequate to make a replacement 
when it becomes necessary.’’ Approxima- 
tion to the amount of the future liability 
is obtainable through the use of indexes 
of construction Each annual pro- 
vision should inelude an adjustment of all 
previous amounts provided; that is, the 
amount added each year to the accumu- 
lated provision should be sufficient to 
bring that provision up to the amount of 
the accrued amortization of current re- 
placement cost. 


assets, 


sheets. 


steps 


costs. 


George Moller, in The Canadian Char- 
tered Accountant, July, 1949, says _his- 
toric cost is the lesser evil. He points out 
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that the purchasing power of the dollar in 
1920 was at about the same level as in 
1948: a much higher purchasing power in 
1914 corresponded closely with the 1933 
level. When the time for replacement of 
existing assets comes, values may be down 
to pre-war level or even lower. A major 
difficulty in accumulating funds for re- 
placement at present is to be found in the 
incidence of income tax. The shackles of 
tax regulation should be shaken off depre- 
ciation accounting, and it would be prefer- 
able to seek tax relief rather than a drastic 
change in accounting procedure. Nobody 
is forced to acquire fixed assets at high 
prices, nor to distribute profits which are 
regarded as unreal. Expected increased 
cost of replacement should be covered by 
setting up specific capital reserves. Bal- 


ance sheet values should not, in general, 
be written up, especially in the absence of 
a measure of stability in the price-level. 
‘‘Tet us cling to historical costs as a basis 
for depreciation charges, lest we come un- 
der suspicion of pretending to have super- 
human powers of foresight.’’ 


Taxation considerations are also the 
theme of an article by James 8. Heaton in 
The Accountant’s Magazine (Edinburgh), 
August, 1949, in which it is shown that 
the device of an additional initial allow- 
ance on new installations (as in the Aus- 
tralian system) merely affects the time 
over which cost is written off, and does 
not alter the traditional but untenable 
principle that all pounds are alike. E. B. 
Nortcliffe, in The Accountant, June 25, 
1949, describes methods of restatement of 
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balance sheet items in current monetary 
units and of tax relief for increased cost 
of stock replacement, which are at present 
in operation in France. He regards these 
developments as ‘‘a highly creditable piece 
of pioneering.’’ 

John W. McEachren, in The Journal of 
Accountancy, July, 1949, on the use of 
replacement figures in cost accounting for 
pricing and income statement purposes, 
advocates a new form of statement so ar- 
ranged as to show the operating margin on 
the basis of estimated replacement costs 
of stocks and fixed assets; this operating 
margin then being adjusted to eonform to 
the orthodox accounting basis. A. C. Glad- 
den, in The Journal of Accountancy, 
August, 1949, makes the novel suggestion 
that the services of independent economists 
should be obtained to convert financial 
statements to present-day money values. 

Two articles in Accounting Research, 
July, 1949, are also devoted to the pro- 
blem. The first of two Dickinson lectures 
at Harvard University in April, 1949, by 
T. H. Sanders, is a comprehensive survey 
of the problem of orthodox accounting 
views and proposals for change. Harry 
Norris, in an article entitled Depreciation 
Allocations in Relation to Financial Capi- 
tal, Real Capital and Productive Capacity, 
points out that there are difficult problems 
which are not resolved by the simple ques- 
tion of original versus replacement cost. 
These include selection of a general price- 
level index or a capital goods price-level 
index as the adjustment factor, and the 
problem of how to deal with arrears of 
excess costs. 


PRESENTATION OF FINANCIAL STATEMENTS 


In U.S.A. one of the most controversial 
questions relating to presentation of 
financial statements turns upon the treat- 
ment of extraordinary items of income or 
loss. Bulletin 35 of the Research Commit- 
tee of the American Institute of Account- 
ants advocates exclusion from the deter- 
mination of net income of “extraordinary 
items which, if included, would impair 
the significance of net income.” As ex- 
plained in Bulletin No. 32 of the Research 
Committee, these extraordinary items 
include: 


Elimination of unused reserves 
provided in prior years and adjust- 
ments of income taxes for prior 
years ; 

Material charges or credits result- 
ing from unusual sales of assets 
not acquired for re-sale and not of 
the type in which the company 
generally deals; 

Material losses of a type not usu- 
ally insured against, such as those 
resulting from wars, riots, earth- 
quakes and similar calamities; 


(a) 


(b) 


(c) 
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(d) Writing off of a material amount 

of intangibles, such as the complete 
elimination of goodwill of a trade- 
mark; 
Writing off of material amounts of 
unamortized bond discount or pre- 
mium and bond expenses at the 
time of retirement or refunding of 
the debt before maturity. 

Arthur C. Keeley in The Accounting 
Review, July, 1949, critically examines 
the Committee’s recommendations. He 
thinks that: 

(i) Reduction of liability reserves is a 
logical credit to income when the 
debt is reduced and paid; 

Material losses of a type not usu- 
ally insured against are, in essence, 
deductions from income in the 
period in which the loss takes 
place ; 

(iii) Writings 


(e) 


(ii) 


off of intangibles are 


doubtful deductions, because there 
is no objective method of measure- 
ment; 

(iv) Writing off of bond discount or 
premium is clearly a proper charge 


against income; 

Regarding material charges or 
eredits resulting from unusual 
sales of assets not acquired for re- 
sale, Bulletin No. 32 tolerates two 
distinct methods, namely, carrying 
the amount direct to surplus, or 
showing the amount in the income 
statement after the amount labelled 
net income. 

Bulletin No. 35 shows a change of mind, 
because it recommends that these items, as 
well as all the other extraordinary items, 
should be shown in surplus. The sugges- 
tion is made that the difficulty could be 
overcome by using the term ‘‘ordinary 
current operating income’’ instead of ‘‘net 
income,’’ and using ‘‘net income’’ to de- 
scribe the final figure in the income state- 
ment. 

H. H. Jordan, in Cost and Management 
(Canada), June, 1949, surveys current 
criticisms and comments in respect to the 
presentation of financial statements. The 
problems are: ; 

Presentation of statements in form 
and terminology which will convey the 
correct meaning to untrained readers; 


(v) 
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How much detail should be included 
in the statements themselves or in ac- 
companying narratives; and 

How to promote better understanding 
of the accounting basis of financial state- 
ments. 


When all that can be done by accountants 
to solve these problems has been done, it 
will still remain true that financial state- 
ments require careful reading. 


In The Journal of Accountancy, May, 
1949, excerpts are given from public state- 
ments and private correspondence of recog- 
nized ‘labour leaders on the question of 
what kind of information labour unions 
seek in financial statements. ‘‘Labour has 
become a major use of financial informa- 
tion. Many labour men hold that wider 
use of significant financial information is 
the road to intelligent wage negotiation.’’ 


In The Journal of Accountancy, July, 
1949, Earle C. King, Chief Accountant, 
Securities and Exchange Commission, 
gives the result of an examination of a 
sample of ninety-two company statements, 
showing that there has been a ‘‘metamor- 
phosis of financial reporting in the last 
twenty-five years.’’ New questions now 
arising are whether the Securities and 
Exchange Commission shall require aban- 
donment of the terms ‘‘reserve’’ and ‘‘re- 
placement,’’ and whether it shall insist 
upon inclusion in sets of financial state- 
ments of an application of funds state- 
ment. An interesting sidelight on the 
modern attitude towards ‘‘correctness’’ of 
financial statements is that a rule of the 
Securities and Exchange Commission per- 
mits expression of money amounts in 
financial statements to the nearest thou- 
sand dollars. 


The increasing importance which is 
being attached to the sources and applica- 
tion of funds statement is indicated by 
M. A. Binkley, in The Accounting Review, 
July, 1949. Little attention has yet been 
given to the form of this statement, which 
is destined to be more used in future. The 
use of the word ‘‘funds’’ is ambiguous, 
since it may mean cash fund, net working 
eapital, total assets or purchasing power, 
or all financing. A preference is expressed 
for the concept of all financing, and it is 
thought that a preferable title for the 





November, 1949 


Current Problems—continued 
statement would be ‘‘Statement of Finan- 
cial Changes.’’ 

The Journal of Accountancy, July, 1949, 
has a challenging article by Stephen Gil- 
man on graphic and arithmetic financial 
analysis. Many analysis methods are mis- 
applied, and some of the commonly used 
financial relationships are illogical. Rela- 
tionships which Mr. Gilman regards as in- 
valid are sales to fixed assets, the working 
capital ratio, the ratio of fixed assets to 
current liabilities, and common-size income 
statements (statements expressed in terms 
of percentages on sales). Rates of inven- 
tory turnover are of doubtful validity, 
and the most logical tests are ratio of 
sales to accounts receivable, relationships 
between sales volume and variable ex- 
penses, and the quick asset or acid-test 
ratio. 

The article also examines the effects of 
changing money values on _ analytical 
methods. If replacement figures are used 
in accounting, the usefulness of the follow- 
ing ratios will be affected: 


The Australian Accountant 


Working capital ratio, 

Sales to working capital, 

Inventory turnover, 

Operating ratio, 

Gross profit test, 

Common-size statements, and 

Ratios involving net worth or net 
profit. 

Another interesting article in Fhe Jour- 
nal of Accountancy, August, 1949, by Car- 
man G. Blough, discusses the eomplex pro- 
blem of the treatment in consolidated 
statements of parent company stock owned 
by a subsidiary. 

An article by L. J. E. Troupe in The 
Accountant, July 23, 1949, deals briefly 
with the use of accounting analysis as an 
aid to management. Aspects covered in- 
clude the use of monthly operating ae- 
counts and balance sheets, study of returns 
on capital employed, expense ratios, stock 
turnover rates, debtors’ index figures, 
creditors’ index figures and sales statistics, 
and with accounting methods and report- 
ing. 


PROBLEMS OF THE PUBLIC ACCOUNTANT 


In The New York Certified Public Ac- 
countant, July, 1949, Benjamin Greenberg 
discusses problems of the small practi- 
tioner. His article deals with office loca- 
tion, office facilities, filing methods, admini- 
strative staff, time and records, de- 
termination and collection of staff 
training, control of time, planning, reports 
and professional activities. In the same 
issue, Stephen Chan, on internal control 
of the accountants’ practice, deals with 
engagement agreements, new clients’ check 
lists, staff rotation, slack-season activities, 
typing and checking, and time and billing 
records. 

An article by Howard F. Greene in The 
Journal of Accountancy, May, 1949, Life 
as a Public Accountant is Described to 


eost 


fees, 


Students by Practitioners, summarizes a 
discussion by six experts of such questions 
as— 
Comparative advantages of large firms 
and small firms; 
Membership in professional societies; 
Staff training ; 
Examinations; and 
The uses and advantages of cost ac- 
counting. 

In The Journal of Accountaney, July, 
1949, there is a case study, by C. S. 
Nicolas, Junior, showing how the author, a 
successful practitioner in a small com- 
munity, ‘‘got started, how he gets clients, 
how he fixes fees, what his problems are 
and how the future looks to him.”’ 


ACCOUNTING SYSTEMS 


In The Canadian Chartered Accountant, 
June, 1949, J. J. Maedonnel states essen- 
tials of an effective accounting system as 
good organization, efficient procedures, 
adequate control, intelligent reporting, in- 


tegrated so as to serve management effec- 
tively, record transactions aeeurately and 
protect assets competently. 

In The Journal of Accountancy, August, 


1949, A. R. Kassander diseusses how to 
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Current Problems—continued 
decide whether to use centralized or decen- 
tralized accounting organization. Each 
case must be decided on its merits, in ac- 
cordance with such factors as the manage- 
ment’s attitude towards divisional respon- 
sibility, the size and location of units, 
geographical relationships, the authority 


The 


Charles Goldsmith, in Canadian 
Chartered Accountant, June, 1949, de- 
scribes the application of punched ecards 
to accounting for the general ledger, ma- 


terials, pay-roll and labour costs, accounts * 


payable, stock control, physical inventory, 
sales, accounts receivable, invoicing and 
budgetary control. 
Garfield G. Goult, 
the Auditor, in The 


Stoek-in-Trade and 
Accountant, August 
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of the branch manager, his need for infor- 
mation and other personnel and operating 
factors. 

In Cost and Management (Canada), 
June, 1949, G. Mort Ferguson describes a 
system of costing in the fishing business, 
including accounting for fishing and col- 
lecting, processing, and canning. 





13, 1949, examines accounting treatment, 
auditor’s responsibility, and audit proce- 
dures in relation to stock-in-trade. 

A particularly interesting article by J. A. 
Radley on examination of suspect docu- 
ments, in The Accountant, of July 30, 
1949, describes methods of detecting falsi- 
fication of documents by means of photo- 
graphie technique, ultra-violet rays and 
infra-red photography. 


VALUATION OF ASSETS FOR ESTATE DUTY 


J. A. Jackson, in The Accountant, July 
16, 1949, in an article well-documented by 
reference to cases, deals with the valuation 


It is perhaps a sign of the times in 
U.S.A. that than six articles in 
The New York Certified Public Account- 
ant, July, 1949, are devoted to problems of 
bankruptey accounting and investigation. 

The articles are: 


no less 


William Kimeldorf—Existing Methods 
of Liquidating or Rehabilitating 
Insolvent Businesses. 

Berger — Types of 

Against an Insolvent 


Alexander E. 
Claims Filed 
Estate. 


BANKRUPTY ACCOUNTING 


of assets for estate duty purposes, with 


particular reference to limited companies. 





William P. Herwood — The Work of 
the Accountant in a Bankruptcy 
Investigation. 

Edward Bronsteen—Aids in the Dis- 
covery of False Financial State- 
ments in a Bankruptcy Investiga- 
tion. 

Joseph Sandler—Auditing Procedures 
in Detecting Concealments, Prefer- 
ences or Fraudulent Conveyances 
in a Bankruptcy Investigation. 

Saul C. Hertz—Accountants’ Reports 
concerning Financially Embarrassed 
Debtors. 






“IN RESPECT OF” 


That dreadful and 


ubiquitous phrase 


“in respect of” is shot through the 


writings and speech of accountants like red in peppermint candy. We agree that 
it is a convenient phrase, because it makes it possible to nod in the direction of a 
thing or situation or person without going to the trouble of making clear just what 


you are trying to say about him or it. 


Our beef about the phrase is that it is a product of laziness and effectively 


obscures the precise meaning the speaker or writer intends to convey. 
we use the phrase ourselves when we aren’t sure just what it is we are 


sympathetic : 
trying to say. 





We 


are 


—The Journal of Accountancy, 
May, 1949. 
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I have never found it easy to explain 
to my fellow accountants the nature and 
significance of social accounting. Yet 
they have much reason to comprehend its 
purpose, for if we can deduce a formal 
pattern of accounts relevant to the affairs 
of a nation, which is comprehensive and 
consistent, and which aids our under- 
standing of economic change, then it is 
reasonable to imagine that some such 
similar structure should inform and 
sharpen those designs which, day by day, 
our practice imposes upon lesser entities 
brought within our trust. 

Professional accounting thought is 
much preoccupied with the measurement 
of enterprise incomes. Social accounting 
likewise is much preoccupied with the 
measurement of social or national income, 
the overall product of economic activity 
wherever it is performed within a society. 
It was Colin Clark following on Pigou 
who first made clear to me “that accurate 
factual knowledge of the national income, 
its growth and distribution, are essential 
if economie science is ever to give con- 
erete results.” I took this to require a 
study of the reasons for its rise and fall 
over time, an enquiry into its most appro- 
priate distribution, and a deliberation on 
the manner of “regularizing its fluctua- 
tions through time.”? It was Richard 
Stone, following on Keynes, who led me 
to see the fundamental expressiveness of 
outlay, and who thereby fastened on my 
understanding the relevance of the two 
identities, product is equal to consump- 
tion plus saving, and saving is equal to 
investment, or, as | now prefer to call it, 
asset formation. 


and Outlay, by Colin Clark 
(Maemillan, 1937), Chapter I, Purpose and Defi- 
nition of National Income Measurements, and 
particularly the summary of that chapter. 


‘National Income 


The adaptation of accounting technique 
to the myriad of transactions which take 
place within an economic society repre- 
sents on the one hand an attempt to gain 
reliable, comprehensive and consistent in- 
formation about economic movements, 
and on the other hand a means of intro- 
ducing statistical design into the collee- 
tion of economic information. I shall 
hope to show that such design is ordered 
around the two identities 1 have men- 
tioned, but for the moment I should like 
to borrow a phrase from Sir Edmund 
Whittaker, use it in different context, and 
ask you to judge social accounting as a 
method which reveals the fact that 
economic transactions when viewed in 
the aggregate “are not a mere confused 
inchoate multiplicity of things, but that 
they can be correlated and recognized as 
forming an interconnected system, posses- 
sing an intelligible structure.’’ ? 

At this stage, I think it well to give you 
a brief outline of what I conceive to be 
the use and purpose of a system of social 
accounts before I embark on the theoreti- 
cal considerations which inform its strue- 
ture. I shall begin with a quotation from 
my Cambridge director which seeks to 
explain the matter in terms of such inves- 
tigations as are usually comprehended 
under the title of national income studies. 
“These investigations are concerned with 
all such aggregates national income, 
product, expenditure, capital formation, 
saving, balance of payments, etc., which, 
in recent years, have come to play so 
large a part in the analysis of the eco- 
nomic situation and in the formulation of 
economic policy. As is well known, this 
field of enquiry is highly technical, but 


as 


“From Euclid to Eddington. The Tarner Lee- 
tures, 1947, by Sir Edmund Whit*oker, F.RS., 
3 (Cambridge at the University Press, 1949). 


p- « 
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it now occupies an important position in 
the world of practical affairs. The pro- 
blems of war finance, full employment. 
and the marketing of the produce of all 
forms of economic activity, to name but 
examples of recent or existing economic 
problems which are common to the great 
majority of countries, have come to be 
discussed in terms of the concepts of 
national income studies. These concepts 
and the quantitative measures based upon 
them are an essential element in the un- 
derstanding and solution of great issues. 
It is therefore important not only that the 
general character of those concepts and 
their bearing on practical affairs should 
be widely understood, but also that as far 
as is practicable agreement should be 
reached at the technical level on the de- 
tailed content and presentation of the 
estimates based upon them.”* It is clear 
that estimates of national income are 
wanted as records of past achievements, 
and not only the aggregate estimates, but 
such breakdowns as will reveal the con- 
tributions of different geographical re- 
gions, different industries, and the differ- 
ent sectors of the economy. In particular, 
a central government will want to know 
its own contribution as a basis to work on 
when: ordering fiscal policy. In addition 
to the national income, other measures 
are plainly desirable as aids to policy for- 
mation, and of these I would especially 
stress the aggregates of consumption ex- 
penditure, fixed asset and inventory for- 
mation, and accumulations of total wealth 
in the shape of national capital. I think 
that the social accounting approach to the 
presentation of information on economic 
transactions is the best means of reveal- 
ing the structure of an economy either in 
whole or in part, and certainly it assists 
our understanding of the manner in 
which the several parts of an economy are 
related. In this way we gain a view 
which is reasonably clear and precise of 


* Measurement of National Income and the 
Construction of Social Accounts. Report of the 
Sub-Committee on National Income Statistics of 
the League of Nations Committee of Statistical 
Experts Appendix: Definition and Measurement of 
the National Income and Related Totals, by 


Richard Stone, p. 23 (United Nations, Geneva, 
1947). 
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. 
the style in which it all works. The im- 
portance of such an intelligible pattern is 
evident when we come to make economic 
projections of probabilities, and to set 
economie objectives in terms of such 
policy formulations as. will promote the 
stability of those systems which our value 
judgments may impose, and keep them on 
an even economic keel. For clearly any 
attempt to forecast the aggregate ele- 
ments of an inter-related systems puts 
some restrictions on the magnitude of 
each element. And so it seems to me that 
social accounts are essential aids in the 
determination of public policies. I would 
even dignify them by raising them to the 
status of operating instruments facilitat- 
ing stabilization. In my view they are 
necessary to national and local admini- 
strations in much the same way that en- 
terprise accounts are necessary to busi- 
ness managements. Moreover, in these 
days of international concern, we have to 
recognize that a system of social account- 
ing has much to commend it when we are 
confronted with problems the solutions to 
which depend upon the relations between 
the economic structures of different coun- 
tries. In this context a formal design of 
accounts which is dependable, uniform, 
consistent and meaningful, possesses high 
qualities indeed. I ask leave to detain 
you with a further if lesser point. I think 
it is one which will appeal to all my aca- 
demic colleagues in faculties of economics. 
Teaching experience suggests that the ac- 
counting approach to the presentation of 
information on economic transactions is 
the best means so far employed in explan- 
ation of national income statistics, and, as 
I shall hope to show, it is by far the best 
method of affirming those economic iden- 
tities which lie at the heart of the new 
economics. ’ : 

I know it is incumbent upon me to give 
some time to those theoretical considera- 
tions which must inform such a structure 
of accounts as I am here advocating. In 
doing so, I cannot be be conscious of the 
fact that this part of my discourse, in 
one way or another, seems to have crept 


into well-nigh all my lectures in this 
series. If there are any of you here who 


may by chance have come across my 
earlier slender contributions delivered in 
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this great Commonwealth, or who may be 
committed to the hearing of some later 
ones, I hope they will pardon me for what 
must strike them as but vain repetition. 
| fear it is really the kernel of what I 
have to say everywhere, and in this, as in 
other matters, I am pledged to the hard 
road. It seems to me that we can never 
get away from three primary economic 
concepts, which are thereby elevated to 
the status of indisputable postulates, and 
which I shall name production, consump- 
tion and adding to wealth. My friend and 
counsellor, Richard Stone, has associated 
the first of these with economic activity 
which brings into being utilities in keep- 
ing with such goods and services as the 
members of a community “or the com- 
munity as a whole through its agents set 
a valuation.” * I do not hope to improve 
upon this definition. Consumption he re- 
fers to in terms of the “using up and 
wearing out of the fruits of productign,” 
while adding to wealth is thought of as 
the preservation of the fruits of produc- 
tion for the purpose of contributing to 
consumption at a later date.” °® As I men- 
tioned in the second lecture which I gave 
in this series, we now need an identity 
which relates product to its outlay on con- 
sumption and adding to wealth. If we look 
at our postulates in real terms and tem- 
porarily set on one side the sophistication 
of purely financial transactions, we arrive 
at the simple but fundamental theorem, 
1 = C +AF (where I = income or pro- 
duct, C = consumption, and AF = asset 
formation or adding to wealth®). It is my 
submission that this identity involves the 
setting up of two primary accounts, the 
one I like to call Activity and the other 
Outlay. Throughout this series, though 
sometimes with different intent, I have 
insisted that these are foundational ac- 
counts of such universal purport that 
they are relevant to any and every trans- 
actor within an economy, whether that 
transactor be an enterprise, an _ inter- 
mediary organization, an institution, a 
central government, a household and/or a 
person. Thus it comes about that social 

‘J. BN. Stone, Newmarch Lecture, 1949, de- 
livered at University College, London. 

® Tbid. 

* Investment in the terminology of economists. 
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accounts, however we get at them, pre- 
serve the same fundamental set-up to 
yield us our aggregates for national in- 
come, consumption expenditure, and asset 
formation. It will be clear to all of you 
that the Activity Account is the reposi- 
tory of product activity, since it brings 
together all transactions connected with 
production, and in a paper which I am to 
give to the Australian Congress on Ac- 
counting I have gone to some pains to 
describe what I regard as an appropriate 
classification for such transactions, and 
methods relevant to their measurement. 
The second fundamental account to which 
I have referred marks the point of out- 
lay decision over product by recording 
the effect of decisions to consume and to 
add to wealth. Those of you who have 
been brought up in the Keynesian tra- 
dition will know that in fact we live in a 
highly sophisticated world where all 
kinds of financial arrangements are 
entered into. We borrow and lend, mort- 
gage the future, and are subject to all 
kinds of income transfers before the pro- 
duct of activity comes to rest at the point 
of outlay decision. It therefore comes 
about that our activity and outlay ac- 
counts require to be secondarily sup- 
ported by what I prefer to call Income 
and Resting Accounts. The distinction 
between primary and secondary accounts 
broadly corresponds to a division between 
real and financial, and, if you will allow 
me, I should like to repeat what I said 
about the secondary accounts in a pre- 
vious academic lecture. The income ac- 
count of any particular transactor picks 
up the products of all such economic ac- 
tivities as have been engaged in. It also 
gathers in all current incomings and out- 
goings of a purely financial as distinct 
from activity order, and it records the 
those transfers of income 
which properly find their place as pro- 
ducts available for outlay by other en- 
tities. The resting account resolves the 
identity, saving equals asset formation. In 
the case of an individual transactor it 
covers a number of financial incomings 
and outgoings of a capital order which, 
upon consolidation over the full range of 
a closed economy, cancel out. To be 


yassage of 
PP 


rather more precise, the incoming side of 
B 
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the resting account will contain saving 
brought from outlay account, internal 
provisions for replacement of real assets, 
capital valuation adjustments, movements 
in deferred liabilities and financial items 
for borrowing. The outgoing side will 
comprise real asset formation (including 
changes in inventories), real asset valua- 
tion adjustments made to bring the real 
elements of capital on to a like plane of 
reference, movements in deferred charges, 
and the financial items for lending, in- 
eluding changes in current net indebted- 
ness and changes in monetary balances. 
I have tried to give you some idea of 
what I regard as the formal time structure 
of accounts. In addition, there is one 
static presentation which I prefer to 
designate as capital and which is familiar 
to you all as the ordinary balance sheet 
presentation. It constitutes an array of 
all the elements comprised in the mea- 
surement of wealth accumulation. 


It is expedient that social 
should reveal the interplay of 
groupings. The simplest possible method 
of doing this is that followed by the 
White Paper on national income and ex- 
penditure of the United Kingdom, which 
selects its groupings in terms of enter- 
prises, persons, public authorities, and the 
rest of the world. A more developed 
system will break down aggregate enter- 
prise activity into regional and/or classi- 
fied product activities. It will also find a 
place for the banking system and other 
financial intermediaries, insurance com- 
panies, trusts, social security 
funds and households. Nevertheless, it is 
well to recognize that the most important 
group distinction is that between pro- 
ducers and consumers. 


accounts 
sector 


pension 


At this juncture I feel sure my econo- 
mist friends would wish, me to emphasize 
the static nature of the accounting ap- 
proach. For example, if we include ex- 
penditure on asset formation in the classi- 
fication of national expenditure, then 
national income will equal national ex- 
penditure because of the balancing pro- 
perty of the double-entry system. “No 
question of approximation due to time- 
lags between income and expenditure 
arises, because the two terms of the iden- 
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tity are contemporaneous sets of flows 
and do not follow one another in time.” 
The social accounts “do not show either 
the income to be derived some time in the 
future as a result of the expenditure 
taking place in the period,” except to the 
extent that some expenditure immedi- 
ately gives rise to income,’ nor do they 
show the expenditure some time in the 
future made out of the income of the 
period. Sequential problems are entirely 
ruled out by the static accounting basis 
from which the two equivalents were de- 
rived.” * It might be inferred from all this 
that the accounting approach to the por- 
trayal of economic information has little 
to offer in the way of a contribution to 
dynamie theory. For my part, I am not so 
sure. If we can manage to construct 
social accounts for sufficiently 
periods of time in succession, it may be 
that an examination of the finite differ- 
ences will yield something to this develop- 
in@ theory. 


short 


A system of social accounting is both a 
means of collecting information and a 
systematic method of ordering that infor- 
mation for the 
analysis. It is a tool of economic enquiry 
which so far is only in its infaney, and up 
till now most applied economists who 
have been prevailed upon to employ it 
have concentrated their attentions upon 
the adaptation of existing statistical ma- 
terial to social accounting designs. This 
approach has had its policy but 
inevitably the imperfection of available 
statistical information has led to the pro- 
duction of over-simplified forms, and, as 
[ have indicated, the time has now come 
when these forms require greater elabora- 
tion and greater precision in their con- 
struction. [ am also of the opinion that 
we should now set about the task of utiliz- 
ing social accounting forms as a means of 
collecting economic information. I think 
they might well be employed in the ser- 
vice of census returns. Moreover, I have 


purposes of economic 


uses, 


7 For and 


salaries. 


example, expenditure on wages 


* Definition and Measurement of the National 
Income and Related Totals, by Richard Stone. 
Appendix to the Report of the Sub-Committee on 
National Income Statistics of the League 
Nations Committee of Statistical Experts, p. 
(United Nations, Geneva, 1947). 
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Social Accounting—continued 

always been a little puzzled that taxes on 
income should have been so dependent 
upon lonely returns of statutory incomes, 
with but slender recourse to checking de- 
vices requiring forms of capital reconeili- 
ation over time periods of income mea- 
surement. You will judge that I look to 
the day when a check upon the national 
accounts ean be secured by actual statis- 
tical aggregations of public and private 
accounts. I am of the opinion that this is 
a matter of some consequence to all of 
us, for, surely, properly interpreted, 
national accounts must eventually re- 
dound to the benefit of everyone operat- 
ing within, and thereby concerned to 
secure the well-being of, the economy as 
a whole. In the meantime, we may hope 
to improve the construction of  short- 
period social accounts by resorting to 
more practical sampling devices. For ex- 
ample, 1 am told by some of my col- 
leagues at Cambridge it is an empirical 
fact that a large part of the variability 
of accounting entries for given types of 
entity is virtually absorbed by only a few 
principal components. 

And yet, despite all I have said, social 
accounting is not without its critics. Pro- 
f Kuznets, if I understand him 
rightly, seems to look with dis- 
favour on the inter-relatedness of consoli- 
dated sector accounts, though presumably 
he, would not extend this to final consoli- 
dations revealing measurements of social 
product and its outlay, and total wealth. 
‘or example, he has been at some pains 
to remind us that the basic concepts of 
accounts “involve the recognition of a 
distinct transactor, whose use of means 
provided by other transactors constitute 
debits; the provision by whom of means 
to other transactors constitutes credits; 
and that is an accounting entity because 
it is a distinct economic unit, 
others, and related to others ordinarily 
via the mechanism of the market.” ® 
Although I am at one with Professor Kuz- 
nets in this basie view, I know of nothing 
in accounting theory to preclude quasi- 
consolidations of like entities where they 


ssor 


some 


VIS-A-VIS 


*National Income: A New Version, by Simon 
Kuznets. The Review of Economics and Statistics, 
Volume XXX, August, 1948, Number 3. 
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are similar in function or similar in con- 
stitution. So to hold would be to remove 
all validity from the commercial presen- 
tation of consolidated accounts for hold- 
ing and subsidiary companies, and as we 
all know this has how become a dominant 
feature of modern accounting practice. 

On another plane the use of social ac- 
counts for the purposes of fiseal control 
has critics. Professor D. H. Robertson, of 
Cambridge, occasionally sounds a warn- 
ing note. In one of those rare penetrat- 
ing and witty articles of his, published 
only quite recently, he makes good use of 
a quotation from Professor John Williams, 
He said: “I have certain sympathy with 
words which that wise American, 
Professor John Williams, has let fall on 
this subject. ‘It has been the history of 
the development of major ideas on eco- 
nomic policy that there has been a warm- 
ing-up period and a cooling-off period. 
We have yet to look at fiscal policy in 
proper historical perspective. I think it 
will be found to have much the same limi- 
tations that characterize the economic 
policy out of which it developed. It is a 
partial and over-simplified analysis, deal- 
ing with large aggregates of the income- 
flow.’”?° This kind of warning is no 
doubt equally applicable to the policy use 
made of all accounting epitomizations, 
but no one would pretend that companies 
could manage their affairs without a sum- 
mary view of the whole of their trans- 
actions, let alone nations. The truth is 
that aggregated or consolidated accounts 
have their though they be but a 
partial guide to problems of policy. Their 
importance lies in the fact that they are 
broad markers of events, quantitative 
indicators set in simple yet meaningful 
form. They evidence results over wide 
areas which can be readily taken in, and 
as such they should have influence over 
broad formulations of policy. And so, 
when all is said and done, it remains one 
of our functions as accountants to make a 
positive contribution to the formal design 
of this new and developing economic tech- 
nique characterized by the description 
accounting.” 


some 


uses, 


“social 


What has happened to the rate of interest? 
by Professor D. H. Robertson. The Three Banks 


— 


Review—March, 1949, p. 27. 





The Australian Accountant 


November, 1949 


THE PRINCIPLES OF ACCOUNTING 
MEASUREMENT 


by 


F.. SEWELL Bray 


Senior Nuffield Research Fellow in the Department of Applied Economics, 
University of Cambridge. 


(The Fifth Commonwealth Institute of Accountants Annual Research 
Lecture delivered in the University of Tasmania 
on 26th September, 1949.) 


In this lecture I am to detain you with 
an enquiry into the principles of account- 
ing measurement. It is a troublesome sub- 
ject which always comes well to the fore 
in times of monetary instability. I am 
inclined to think that just lately some of 
us are getting a little tired of those dis- 
cussions which throw into relief original 
or historical costs and replacement costs; 
nevertheless, in attempting such a span 
as I have set myself in these series of 
academic lectures, I feel constrained to 
touch upon some of those price change 


questions yet again, and I can only hope 


that my discussion will not too much 
weary you. 

Whatever view we take of the art of 
accounting we must recognize we cannot 
stand still; we must be continually refin- 
ing our tools so that they work in all cir- 
cumstances and under all conditions, and 
we shall find this peculiarly so when we 
come to concentrate upon those vexed 
questions of depreciation and inventory 
valuation. For the moment, however, I 
should wish to spend a little time on a 
few general matters. The primary basis 
of accounting lies in records of exchange 
dealings or their equivalents conveniently 
classified within group definitions, at 
present largely promulgated to conform 
with entity needs. Such a system of clas- 
sification is an intermediate means by 
which to epitomize a mass and variety of 
transactions within temporal accounts. It 
is this part of the accounting art which 
has the primacy and which sets the pro- 
blems, for it involves a current meaning- 
ful portrayal of past events upon which 
probability trends can be made to depend 
as well as interpretative answers in ex- 
planation of past happenings. In the 


course of my discussion on accounting 
portrayals I shall have occasion to re- 
affirm the concept of real capital main- 
tenance, for I believe it to be intrinsic to 
measurements of both income and eapital. 
I stress and emphasize the term “real 
capital,” and I dispense with all questions 
which concern liquid working resources 
on the grounds that these are matters of 
financial policy rather than problems of 
measurement. I do not think it logical to 
treat real and working capitals as facades 
of the same set of problems, for it is my 
belief that there is nothing particularly 
wrong with accounting theory when it 
comes to registering and noting monetary 
claims. 

As things are at present, no careful en- 
quirer can fail to be struck by the variety 
of accounting methods employed to 
achieve like measurements. I recently 
chanced upon Mr. Edey’s review of the 
American Institute’s Accounting Survey 
of 525 Corporate Reports (Fiscal years 
ending July, 1946, to June, 1947). He 
said that “the great latitude in conven- 
tions of profit determination which the 
survey reveals, evidences, as in this coun- 
try, the unsatisfactory state of accounting 
theory, and it is here that the survey is 
disappointing.” He goes on to say: “The 
general plan of the report . . . makes it 
impossible for the authors . . . to analyse 
thoroughly the almost appalling varia- 
tions in practice in stock valuation which 
it shows exist.” ? 

It seems we should not stay content in 
the face of such criticisms. We must try 
to get our tools of measurement precise 


1 Economica—May, 1949, p. 188. 
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Principles of Accounting Measurement—contd. 
and, so far as is reasonably possible, uni- 
versal. In this way we may elevate ac- 
counting to the plane of a science. If 
there is a qualification to this point of 
view, I should only wish to find it in such 
reflections as Professor Ritchie permitted 
himself in regard to the Philosophy of Sir 
Arthur Eddington, when he said that “it 
is true that measurement is the most 
powerful of all scientific tools because it 
gives precision of statement and makes 
available all the resources of mathe- 
maties. Nevertheless, measurement is not 
the only tool and it cannot be used ex- 
cept on the basis of previous non-metrical 
notions and operations, which are quali- 
tative not quantitative. But these humble 
beginnings are generally forgotten.” * 


I have long felt that accounting state- 
ments are apt to take on a show of ac- 
curacy which they do not possess, and I 
have been forcibly reminded of this by 
pondering on a recent article by Profes- 
sor Anthony which appeared in the Jour- 
nal of Accountancy. It is more or less his 
point of view that accounting, though 
claiming to be a highly practical and 
utilitarian art, has yet to delimit its im- 
precise measures. He says, the “laymen 
do not understand that the figures in any 
published statement are estimates—some- 
times very rough estimates—and that 
these figures must never be considered as 
being precise measurements.” * There is 
no doubt that accounting can make 
simple what would otherwise be highly 
complicated affairs, and although we 
know it takes a very good accountant to 
be simple, yet I think we have made great 
progress in developing the formal sim 
plicity of accounting documents. It is 
this question of measurement that now 
needs looking at, and I much welcome 
some of the ideas which are coming out 
of America. Academic accountants in 
particular should like the look of ideas 
which show development in the line of 
precise mathematical concepts. To me 
this represents a good start in accounting 
research. Before I tell you more of this 


* Reflections on the Philosophy of Sir Arthur 
Eddington, by A. D. Ritchie, p. 33 (Cambridge, 
1948), 

*The Journal of Accountancy, 1949, p. 128. 


The Australian Accountant 


413 


movement I think I must add a word about 
the matter of classification. Simplicity in 
accounting design has largely come about 
through a recognition of the importance 
of classification, that is of the grouping 
of items into classes according to their 
various characteristics. I think it must be 
made plain that this depends upon very 
clear and precise definitions of the 
characteristics of the groups. Every 
transaction must go into one group or an- 
other and nothing must be left on the 
border line. We must also take care to 
see that items do not come into a wrong 
group because we are uncertain of that 
group’s characteristics. If we find that 
position, then I think the only thing for 
it is to have another group, whether it be 
the income statement or the balance sheet 
we are worrying about. In a paper which 
I am to give to the Australian Congress 
I make mention of such group classifica- 
tions as are based upon economic con- 
cepts. I think these are as near to abso- 
lute as we are entitled to expect and I 
hope you may have an opportunity of 
annotating this lecture by reference to 
that paper. 

I pass on to some of those mathematical 
ideas to which I have referred and which 
I believe are worth following up and 
want thinking about. As some of you will 
know, there is the rule of significant num- 
bers to which statisticians pay great at- 
tention, and not only statisticians, but 
nearly all applied scientists in their 
several fields. Professor Anthony, of the 
Harvard Graduate School of Business 
Administration, says, “this rule, briefly 
stated, is that the result of a calculation 
is no more accurate than the least accur- 
ate figure in the calculation.” * This means 
that an aggregate cannot have more sig- 
nificant digits than its least accurate com- 
ponent. If we apply this rule to the 
measurement of profit, we begin to see 
that a seemingly accurate expression of 
a residue can be very much open to ques- 
tion. As always happens when we come 
to look at the measurement of profit, “The 
obvious spot at which to attack the pro- 
blem is the depreciation item, since it is 
likely that the calculations which resulted 


* Op. cit., P. 299. 
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Principles of Accounting Measurement—contd. 


in the provision for depreciation con- 
tained a larger element of estimate than 
any other.”® If we are to handle this 
matter properly we might do well to fol- 
low a suggestion of Professor Anthony’s 
by looking at the largest single calcula- 
tion which entered into the total charge 
for depreciation. He then takes the view 
that the least accurate term in this esti- 
mate of depreciation is the useful life of 
the asset depreciated. His particular ex- 
ample concerns buildings. He says, “It 
may well be that the estimate of the total 
life of the building was a best guess 
rounded to the nearest decade; that is, 
an estimate of 30 years may mean that 
the best guess as to the life of the build- 
ing was that it is somewhere between 25 
and 35 years, but not less than 25 or 
more than 35 years. It is possible that 
the estimate may be accurate to one year; 
that is, that the useful life was known to 
be somewhere between 29.5 and 30.4 
years. It is inconceivable that the useful 
life can be predicted within limits of less 
than a year. In order to give the maxi- 
mum benefit of the doubt, it will be as- 
sumed that the figure is rounded to the 
nearest whole year.” © It is clear from this 
that there are only two significant digits 
in the divisor 30; therefore, says Profes- 
sor Anthony, there can be no more than 
two in the answer. 


The upshot of all this is that the sum 
of all the separate depreciation calcula- 


tions cannot be shown with any great 
accuracy, and this means that the total 
charge for depreciation must be rounded 
off in the same manner as its least ae- 
curate component. Depreciation enters 
into the figure for cost of goods sold, so 
that this, too, must engage a similar re- 
stricting rounding-off process. Thus, “by 
a similar process, all items in the income 
statement could be reeast by determining 
the extent that each was influenced by 
estimates, and rounding them off accord- 
ingly. Some of the figures (for example, 
gross sales) might not need to be rounded 
at all, and these figures would be reported 
to the exact penny.” * Professor Anthony 


5 Op. cit., p. 300. 
® and 7 Op. cit., p. 301. 
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makes it clear that this device of round- 
ing figures by the use of the rule of sig- 
nificant numbers is intended to apply 
only to the published figures. He says 
that “It is just as logical to round off 
figures, as a ‘grammatical device’ for 
making this story effective, as it is to 
combine into the general heading of ‘sell- 
ing, general and administrative expenses’ 
the dozens, possibly hundreds of figures 
which appear in separate accounts in the 
books. The method of rounding would 
help to clear up the misapprehension that 
income statements are ‘precise’; it would 
require merely the application to account- 
ing figures of a technique that is in 
universal use in science.” § 

In another university I shall hope to 
deal with questions which concern stan- 
dards of effectiveness, and I shall hope to 
show that they turn upon the distinction 
between fixed and variable expenses. In 
the plain economic view, standing charges 
are regarded as necessarily incurred by 
an enterprise in providing its facilities of 
production and distribution. Once an en- 
tity is accommodated with those facilities 
it is bound to face the expenditures they 
entail, irregardless of outputs, either pro- 
duced or sold. We have to recognize that 
such standing charges are inescapable all 
the time that management 
engage those resources. This implies a 
retentive charge to activity account 
Accordingly, there is a case for asserting 
that standing charges should be dis- 
associated from unrecovered costs per- 
tinent to inventory valuation. The very 
simplicity of the argument invites a claim 
on our sympathy and there ean be little 
doubt that it has much to commend it 
when we think of the dangerous ambigui- 
ties which can arise, in those cases where 
so-called unrecovered standing charges 
are indiscriminately taken into inventory 
valuations. There are few of us who can 
deny that the mechanics of work in pro- 
gress valuation is much simplified if we 
eliminate “fixed expenses,” for then it is 
possible to set up with a degree of direct- 
ness such an activity account as gives to 
its component entries like characteristics 
and the resulting activity margin will 
appear as a plain conversion variable. 


chooses To 


*Op. cit., 
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Principles of Accounting Measurement—contd. 


Nevertheless, as Professor Pigou has 
been at some pains to remind us, stand- 
ing charges do constitute a part of con- 
version costs, and most internal manage- 
ments would favour this view. It is neces- 
sary to remember that if we are going to 
treat standing charges in this way, then 
we must bring them into some inventory 
valuations. This raises the whole question 
of effectiveness, for we are only entitled 
to take into valuation such standing 
charges as are related to effective out- 
puts. This becomes a matter of moment 
if we are concerned in the preparation of 
sector accounts designed to test the 
faculty or aptitude of particular activi- 
for then measures of ineffective 
standing charges are losing pointers. 
Although there is something particularly 
attractive about.the elimination of stand- 
ing charges from inventory valuations 
utilized in over-all financial accounts, 
there is one case where this cannot be 
done. This is the special one of a firm 


ties, 


engaged on a small number of large con- 
tracts, Which are employing the use of all 


its resources. Quite plainly it would be 
wrong to indiscriminately throw up 
standing charges as losses merely because 
work in progress has not been converted 
ito receivable claims. The only conceiv- 
able losses which could have been in- 
curred would be related to such standing 
charges as were relevant to a possible in- 
eifective use of the resources available. 

And now, at last, I turn to what has 
become the acutest part of latter-day dis- 
putation on the principles of measure- 
ment. The general run of current busi- 
ness dealing takes place between entities, 
as in the common case of a purchase and 
sale, and this is so whether entities be 
enterprises, institutions or persons. Such 
recurrent transactions may be regarded as 
objective, transient and external, so that 
accounting record is made dependable by 
market valuation at time of dealing. But 
there is another type of transaction which 
imposes the discipline of time delay and 
which is always internal to one entity. 
Again we light upon that troublesome 
illustrative case of provision for deprecia- 
tion. Conventional methods of account 
cope with this problem by looking back to 


The Australian Accountant 


415 


a one time consummated valuation and 
projecting it by proportionate allocation to 
forward activity. Thus market valuations 
appropriate to actual periods of activity 
are tacitly omitted from the reckoning of 
such provisions. Is this right? Well, I am 
so bold as to think it wrong. 

I have repeatedly said that ‘‘the essence 
of the accounting problem, as related to 
homogeneous measurements of capital and 
income, is largely centred upon those costs 
applied to real assets (as distinct from 
what might be called natural financial 
claims), which are carried over from one 
accounting period to another as _ short- 
term and long-term charges against the 
future operations of continuing enter- 
prises.” I have also said that “many of 
us are convinced that the answer lies in 
the virtual restatement of carried-over 
costs in terms of current standards of 
money value.”® There is a presumption 
that internal activity transfer costs may 
be out of time relationship. Thereforg it 
becomes a question of converting a past 
valuation in terms of original costs into 
current costs “in order that in our state- 
ments of measurement all significant en- 
tries shall rest on a homogeneous basis.’’ 

In the paper which I am shortly to give 
to the Australian Congress, I have indi- 
cated the mechanies of this way of doing 
things, and perhaps you will bear with 
me if I repeat it here. At the accounting 
date, the difference between the current 
costs of assets as compared with their 
original costs should be reciprocally en- 
tered as a capital valuation adjustment. 
This would impose upon the balance sheet 
a statement in terms of current costs. In 
times of rising prices, capital valuation 
adjustments would be positive; in times 
of falling prices they would be negative. 
The depreciation provision for the rele- 
vant accounting period would be ecaleu- 
lated on the basis of last trend current 
real asset costs. The accumulating depre- 
ciation fund would be adjusted to con- 
form with the revised asset costs, and the 
provision necessary to bring past alloca- 
tions into line would be recovered or set 
back by way of capital valuation adjust- 
ments. 

*See an article in The Accountant of 11th Sep- 
tember, 1948, entitled ‘‘The New Accounting.’’ 
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Principles of Accounting Measurement—contd. 

I know there are difficulties about this 
approach. Nearly all accountants are 
troubled by the lack of an objectively 
dependable method of arriving at last 
trend current costs, and I am bound to 
confess that so far, I have not felt that 
any of the suggestions purporting to 
show how this could be done are alto- 
gether satisfactory. This is something 
which I think accounting research must 
tackle. In so far as I have any prefer- 
ence at all in the matter, I should prefer 
a notation of the current costs of specific 
assets suitably modified to eliminate tem- 
porary fluctuation due to speculative, sea- 
sonal or exceptional influences. The task 
is to find the last point in the trend of 
long-term specific costs. It might be done 
by some form of entity index constructed 
for such types of assets as are usually 
acquired by an enterprise. 

Quite recently an article appeared in 
the Journal of Accountancy outlining an 
enquiry into the reliability of index num- 
bers which is being conducted by the 
research department of the American 
Institute. This discussion on the use of 
indices makes the point that “if indices 
are to be used to convert an historical 
cost base, a decision must be made 
whether such cost is to be converted sub- 
stantially to an estimated current replace- 
ment cost, or alternatively, to its current 
general purchasing power equivalent.” It 
adds to this the interesting suggestion 
that the whole notion might be based 
upon absolute general purchasing power. 
It is the other point of view to the course 
I have hinted at, and may be it provides 
a simpler though less accurate solution to 
the problem we are facing. Thus, it is 
said that “the basis for maintenance of 
capital probably most often in harmony 
with the eustomary fundamental purpose 
of economic activity is maintenance of 
absolute general purchasing power, i.e., 
maintenance of general real capital, or 
simply “real capital.” It, alone, continu- 
ally measures capital and income in such 
a way as to facilitate realization of the 
usual goal of economic effort, namely, in- 
crease of general purchasing power, and 
thus materially assists accounting to re- 
alize its main purpose of accurately dis- 
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tinguishing between capital and income.’’’* 


‘Inflation has had a destructive effect 
on the purchasing power of money set 
aside or otherwise available to cover the 
depreciation of fixed assets and replace- 
ment of stocks,’’ 1! so ran an article in The 
Times which appeared in the early part of 
this year. It draws attention to a necessity 
to maintain stocks whether they be simply 
materials awaiting conversion, partly con- 
verted goods, or finished goods awaiting 
sale. I think most of us will agree that 
it is necessary for a continuing enterprise 
to keep up such stocks as will maintain 
its activity, and I should like to be al- 
lowed to again make use of a statement 
on this subject which I am proposing to 
make at the Australian Congress. I think 
we are committed to looking at the valua- 
tion of changes in inventories at virtually 
last or current costs. I think this is most 
clearly discernible where negative forma- 
tion prevails, that is where there has been 
a fall in quantities, as between opening 
and closing inventories. This fall needs 
to be made good, so that the enterprise 
must preserve its financial ability to re- 
store the quantitative amount of its 
opening inventory. If prices have risen 
there will be a positive difference between 
opening and closing costs. If the exist- 
ing conventions of account are main- 
tained only the costs entering into the 
valuation of the opening inventory will 
be charged off. Plainly, something more 
is required, which is represented by the 
difference between the opening and clos- 
ing costs relevant to the quantitative 
fall. This is the same thing as measuring 
the fall at last cost, and charging it off to 
activity account. I submit, therefore, that 
inventory formation should be valued at 
last cost, and without going into tedious 
mechanical details I also wish to make it 
clear that by the process of capital valua- 
tion adjustment I should wish the whole 
of the closing inventory to be valued for 
balance sheet purposes on this last cost 
basis. 

I do not think I ean do better than 
leave the matter with you in these terms, 
but before doing so I should just like to 


” The Journal of Accountancy, April, 1949, pp. 
313-314. 


1 The Times, 23rd March, 1949. 
(Continued on page 417) 
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Principles of Accounting Measurement—contd. I think you will have sensed two pro- 
tell you that I have a sneaking regard blems — the economic foundation requir- 
for that method of assessing last costs I™g real things to be symbolized by like 
which identifies them with most recent Units at defined points in time, and the 
acquisitions of goods, and the services of ‘Sharpening of such concepts as will im- 
conversion factors of production, brought Pose upon accounting a more relevant de- 
into prospect at end dates of account. gree of preciseness. These are the lines 
on which I think we shall promote better 


in thi } he field principles of accounting measurement, 
me in this lecture to browse over the field ang | am hoping that much of the think- 


of its subject. I have done this purposely, jno, and most of the ideas to the achieve- 
because I felt it well that we should all ment of these ends, will come from such 
take in the atmosphere and surrounding academic schools of accounting as the one 
backgrotnd of prevalent general ideas which I have today had the privilege of 
before attempting to set our course anew. addressing. 


You have been kind enough to allow 





ACCOUNTANCY AND MANAGEMENT 


Is accountancy not one of the functions of management? In my view, it is 
not. Accountancy is a technique—management is the use of certain techniques. 
Accountancy is the technique by means of which the various pictures are drawn 
... from which management forms many of its judgments... . 

The extreme importance of the technique of accountancy lies in the fact 
that it works in the most nearly universal medium for the expression of facts, so 
that facts of great diversity can be represented in the same picture. 

(From an address on The Functions of Management by Sir Charles Renold, 
Chairman of the Council, British Institute of Management, published in The 
Accountant, November 27, 1948.) 





INFLATION AND DEPRECIATION CHARGES 


It must be recognized that a great part of the business problem created by 
inflation is in the area of financial management and taxation. Accounting cannot 
provide funds for replacement of assets consumed in the business. Funds needed 
fer this purpose should be retained out of earnings. A good argument can be made 
on the basis of public policy that funds so retained should not be taxed as income, if 
they are in faet devoted to maintaining assets at the same level of productivity as 
before. These problems can be solved, and can be explained to the public, without 
a radical change in the accounting conventions underlying corporate reporting. If a 
radical change in reporting were made, it could not be imposed on all businesses, 
and would have to be permissive. Those that wanted to, would use it, and those 
that did not, would not . . . so much confusion and uncertainty would result from 
such a condition that public confidence in financial reporting as a whole might be 
seriously impaired. 

—The Journal of Accountancy, 
November, 1948. 
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THE FORM AND CONTENTS OF ACCOUNTS 
OF ESTATES OF DECEASED PERSONS 
AND SIMILAR TRUSTS 


The Council of the Institute of Char- 
tered Accountants in England and Wales 
has issued its Fourteenth Recommendation 
on Accounting Principles. This recommen- 
dation deals with certain types of trust 
accounts, and is the first recommendation 
which has gone outside the question of 
company accounting. The following are 
the terms of the recommendation reprinted 
from The Accountant of the 13th August, 


1949: 


The Council of the Institute of Char- 
tered Accountants in England and Wales 
makes the following recommendations to 
members of the Institute in respect of the 
accounts of certain types of trust. Whilst 
it is recognized that the form in which 
accounts are submitted is, subject to the 
observance of any legal considerations 


affecting the accounts, a matter within 


the discretion of the trustees, it is hoped 
that these recommendations as to what is 
regarded as the best practice will be 
helpful to members who act as trustees, 
or whose advice or assistance may be 
sought by trustees. 


The purposes for which trust accounts 
are prepared are in essence the same as 
those for which other accounts are pre- 
pared. These purposes are to record the 
transactions of persons entrusted with 
administration or management and to 
convey to interested parties information 
relating to those transactions and the 
position achieved thereby. In the ease of 
executorship and similar trust accounts 
the interested parties will normally be the 
trustees, the persons entitled to life- 
interests and the ultimate beneficiaries. 
Information from the accounts may also 
be required for taxation and other pur- 
poses. 

In addition to being accountable for 
money and other assets coming into their 
hands, trustees are responsible for the 
administration of the trust estate. The 


extent of their responsibility will there- 
fore not be apparent unless the periodical 
accounts show both aspects. To show 
both aspects involves the recording of all 
the assets and liabilities of the estate, so 
that a balance sheet will show the posi- 
tion of the estate as a whole ‘and not 
merely the position regarding those assets 
which have come into the hands of the 
trustees. In many cases it also involves 
the distinguishing of realized estate from 
unrealized estate. 

There is a fundamental distinction in 
executorship and similar trust accounts 
between transactions on “income” ac- 
count and those on “capital” account. 
Unless this distinction is made clear in 
the periodical accounts they will not re- 
veal the respective positions of life- 
tenants and remaindermen, whose _in- 
terests may be conflicting. To make the 
distinction clear, it is necessary to pre- 
pare separate capital accounts and in- 
come accounts and to distinguish in the 
balance sheet between capital and income 
items. 

Beneficiaries are frequently persons 
with little knowledge of accounting but 
with considerable interest in the trust 
estate or its income. The importance of 
simplicity and clarity in trust accounts 
cannot therefore be over-emphasized. The 
position shown by the balance sheet, the 
income account and the estate capital 
account will not readily be apparent if 
they are overloaded or obscured by de- 
tailed information. Details can conveni- 
ently be shown in schedules and sub- 
sidiary accounts, cross-referenced to the 
main accounts. In this way it is possible 
for trustees and beneficiaries to appre- 
ciate the general position of the estate as 
disclosed by the main accounts, whilst 
at the same time the totals included in 
those accounts are supported by full de- 
tails for those who may be interested in 
particular items. The trustees may con- 
sider it desirable, in the interests of all 





November, 1949 


Estates of Deceased Persons—continued 


parties, that they should sign the peri- 
odical accounts and that the beneficiaries 
should formally signify agreement with 
their personal accounts. The adoption of 
this course is greatly facilitated by sim- 
plicity in the presentation of the accounts. 


Legal considerations, including ques- 
tions such as equitable apportionment be- 
tween capital and income, affect the 
accounts of trustees. It is therefore neces- 
sary for the trustees to have regard to all 
relevant statute and case law and also to 
the terms of the will or other trust instru- 
ment, which may expressly exclude the 
operation of legal rules which would 
otherwise apply. This recommendation 
does not purport to deal with the legal 
aspects of such matters; these may need 
consideration by the _ trustees’ legal 
advisers. 

It may become necessary for trustees 

) satisfy the requirements of a court of 
aw. In such eases the requirements of 
the court will depend upon the nature 
of the proceedings. Normally the first 
coneern of the court is in relation to the 
accountability of the trustees, and the 
court may therefore require the trustees’ 
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transactions to be examined in conjunec- 
tion with the appropriate vouchers. This 
recommendation does not deal with the 
form of such reports, although it may 
facilitate their preparation. Nor does the 
recommendation deal with the forms of 
report required where accountants are 
called upon to audit accounts prepared by 
or for trustees. 

The recommendations below relate to 
the accounts of the estates of deceased 
persons and similar trusts. It will be 
understood that references to legacy and 
suecession duties are not relevant in the 
case of estates affected by the abolition 
of these duties by the Finance Act, 1949. 
In view of the considerable diversity of 
purposes for which and circumstances in 
which trusts are created, the recommen- 
dations may not apply fully throughout 
the entire field of trust accounts; but it 
is considered that in all trusts the funda- 
mental principles do not differ in sub- 
stance from those now recommended. It 
may be desirable to emphasize that trusts 
are so varied in their nature that there 
must be flexibility in the manner of pre- 
senting accounts. A standard form to suit 
every trust is neither practicable nor 
desirable. 


RECOMMENDATIONS 


It is therefore recommended that the 
following principles should normally be 
applied by members of the Institute in 
connection with the books and the pre- 
paration of accounts of estates of de- 
ceased persons and, with modification of 
detail or expression, the accounts of simi- 
lar trusts. 


General Principles 


1. The books should contain all the in- 
formation from which in the light of the 
trust documents and legal consideration, 
periodical statements of account can be 
prepared. They should give all the 
material that may be required at future 
dates (possibly long-deferred) for any re- 
view of the transactions of the trustees. 
The only satisfactory way of achieving 
this is to keep the books on ordinary 
double-entry principles, the entries being 
detailed fully and supplemented where 
appropriate by subsidiary records such 


as an investment register. 

2. The periodical accounts prepared 
from such books should show not only the 
position at the accounts date, but also full 
information explaining the administra- 
tion of both capital and income during 
the period from the commencement of the 
trust or since the last account. In addi- 
tion to recording all transactions for the 
period under review, it may be desirable 
in certain cases to summarize the capital 
transactions from the inception of the 
trust to the date of the accounts. 

3. Income and capital transactions 
should be segregated clearly. This may 
often be facilitated by the use of separate 
columns in cash books and ledgers. 

4. Periodical accounts should normally 
consist of: 

(a) Balance sheet of the whole of the 
trust estate, including separate 
trusts arising out of the will or 
other trust instrument. 
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(b) Estate capital account, summar- 
izing the transactions on capital 
account since the date of death 
or the last account, with separ- 
ate accounts on a similar basis 
for any special funds. 
Income account, with separate 
accounts for any special funds. 
Schedules and subsidiary ac- 
counts explaining in greater de- 
tail the major items appearing in 
the balance sheet, capital ac- 
counts and income accounts. 

5. The balance sheet, the estate capital 
account and the income account should be 
presented in the simplest manner possible, 
all detail being relegated to the schedules 
and subsidiary accounts. 

Note.—It may be useful to include with 
the accounts an’epitome of relevant pro- 
visions of the will or other trust instru- 
ment. 

6. The date to which accounts are made 
up should be decided according to the 
circumstances and will not necessarily be 
the anniversary of the creation of the 
trust. As a general rule, having regard to 
the taxation liabilities of the trust and of 
the beneficiaries, it may be convenient 
for accounts to correspond with 
years but in some cases it may be neces- 
sary for accounts to be made up to the 
anniversary of the date of death if the 
rules of law relating to equitable appor- 
tionment are applicable or if there are 
other special circumstances. The nature 
of the assets of the trust, the dates on 
which income is receivable, the due dates 
of annuities, are all factors that may 
affect the selection of the most convenient 
accounting date. 


Balance Sheet 
Grouping 
7. The various items in the balance 
sheet should be grouped under appro- 
priate headings, so that significant totals 
are readily apparent. 


Distinction between capital and income 


8. Items relating to capital should be 
distinguished from those relating to in- 
come, either by appropriate grouping to 
show the aggregate of each or by the use 
of separate capital and income columns. 
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Comparative figures 

9. Comparative figures should be in- 
cluded if they serve a useful purpose 
Normally, however, the supporting 
schedules (in particular the investment 
schedules and the capital cash summary 
account recommended Kater) will be more 
informative than a comparison of total 
figures with those on the previous ac- 
counting date. 

Estate capital account 

10. The capital account in the balance 
sheet should show the balance of the 
estate capital, so far as it has been ascer- 
tained, after deducting distributions 
which have been made. In some eases it 
may be sufficient to show the net figure 
but in others it will be desirable to show 
both the gross figure and the distributions 
to date. 

11. Where the. value of a material part 
of the estate has not been agreed for estate 
duty purposes the position should be ex- 
plained by note. 

Liabilities 

12. Liabilities on capital account should 
include unpaid legacies, outstanding 
death duties that have been ascertained, 
unpaid debts owing by the deceased and, 
so far as they relate to capital, admini- 
stration expenses accrued due. 

13. Balances due to life-tenants should 
be distinguished from other liabilities on 
income accounts. 

14. All accruing liabilities on income 
account will normally have been brought 
into account (see paragraph 50). Any 
material amounts not so brought in (for 
example, interest accruing on unascer- 
tained death duties) should be recorded 
by note. 

15. A note should be made in respect 
of any known liabilities of which the 
amounts cannot be determined with sub- 
stantial accuracy; for example, death 
duties in dispute or not yet calculable. 

16. Contingent liabilities, such as con- 
tingent legacies and liabilities that may 
arise under guarantees given by the de- 
ceased, should also be recorded by note. 
Assets 

17. Realized and _ unrealized estate 
should normally be distinguished. This is 
particularly important if questions of 


(Continued on page 421) 
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equitable apportionment arise under the 
rules laid down by the court from time to 
time in decided cases. The distinction be- 
tween realized and unrealized estate may 
cease to be necessary after all questions 
of equitable apportionment have been 
dealt with, even where investments of the 
testator are retained by the trustees or 


appropriated to settled or other special ° 


funds. The distinction should, however, 
be maintained so long as any of the un- 
realized investments are of a kind which 
the trustees, though authorized to retain, 
would not have been authorized to 
purchase. 

18. Subject to 19 below, assets should 
be stated at the valuations adopted for 
estate duty purposes, or at cost to the 
estate. They should not be adjusted to 
values shown in the residuary account for 
legacy duty purposes, or to market values 
calculated for the purpose mentioned in 
21 below. Where, however, special cir- 
cumstances arise, such as a partial divi- 
sion of the estate in specie, the assets as 
a whole may be revalued and the accounts 
may then continue on those valuation 
figures. 

19. The valuations adopted for estate 
duty purposes will subsequently be re- 
duced in the accounts where a proportion 
of income received after the date of death 
is treated as a realization of capital (see 
paragraph 48). Where statutory appor- 
tionments are excluded by the trust in- 
strument, so that the whole of the income 
received is credited to income account, it 
may nevertheless be necessary to adjust 
both the asset account and the estate 
capital account, especially if the propor- 
tion of income relating to the period up 
to the date of death is material; such an 
adjustment would always be required 
where, for estate duty purposes, accrued 
interest receivable has been added to the 
amount of a mortgage, or the full amount 
of dividend had been added to shares 
quoted ex-dividend. 

20. The nominal amounts of invest- 
ments should not be used as values for 
accounting purposes. They should, how- 
ever, be noted in the supporting schedules 
(see paragraph 63 (a)). 


21. Quoted and unquoted investments 
should be segregated and the aggregate 
market value of the quoted investments 
stated by note. The details in relation to 
each investment should appear in the 
schedules supporting the balance sheet 
totals. 

22. It may be desirable to make a 
further classification of investments 
showing a separate group total for each 
class; for example, properties, trustee 
stocks, other stocks, mortgages. 

23. The composition of cash and bank 
balances as between capital, income and 
special funds should be shown. If the 
grouping adopted for the balance sheet 
as between capital, income and _ special 
funds makes it necessary, one bank bal- 
ance will have to be divided so that the 
appropriate amounts appear under their 
proper:headings in the balance sheet. 

24. A note should be made in respect of 
any known assets of which the amounts 
cannot be determined with substantial 
accuracy; for example, reversions and 
claims for damages. 


Special funds 


25. Where special funds arise by reason 


of the existence of separate trusts or 
settled funds within the main administra- 
tion, the capital and liabilities of such 
special funds should be stated under 
separate headings and the corresponding 
assets should also be stated separately. 


Estate Capital Account 
26. The estate capital account should 
explain in appropriate detail the capital 
account Dalance shown in the balance 
sheet. 


Assets and liabilities at date of death 
27. For the first accounting period the 

capital account should show the assets 
and liabilities at the figures included for 
estate duty purposes, a balance being 
struck to show the net estate as declared 
for duty and subdivided if necessary to 
show : . 

(a) property liable to duty; 

(b) property not liable until falling 

into possession ; 
{c) property exempt from duty. 
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28. Changes arising from corrective 
affidavits in subsequent accounting 
periods should be brought into account in 
those periods. 


Estate duty 

29. Where appropriate, the capital ac- 
eount should show the total on which 
estate duty is payable, the rate of duty 
and the amount paid; also, the informa- 
tion relating to estate duty should include 
matters such as the lower rate of duty 
applicable to agricultural property, mar- 
ginal relief and a reference to any pro- 
perty which is aggregable for duty pur- 
poses though not forming part of the 
estate for which the trustees are account- 
able. 4 

30. In some cases the agreement of 
valuations for estate duty purposes may 
be a protracted matter extending over 
several years for example, where the 
estate includes unquoted shares, shares in 
controlled companies, business goodwill 
or unusual complications. Where such a 


position arises the fact of the estate duty 
being provisional should be stated with 


an indication, where appropriate. and 
practicable, whether the outstanding 
amount involved may be material. 

31. Any other material matters affect- 
ing the estate duty should also be stated in 
the capital account. 


Trustees’ transactions 

32. The capital account should record, 
suitably classified and in adequate detail, 
the transactions of the trustees showing 
the extent to which the estate has been 
increased (for example, by surpluses on 
realizations) and decreased by the pay- 
ment of estate and succession duties, ad- 
ministration expenses, legacies and by ap- 
propriations to special funds, deficiencies 
on realizations, or otherwise. 


Apportionments 

33. The provisions of the trust instru- 
ment as affecting statutory and equitable 
apportionments should be observed. 

34. Normally the capital account is not 
affected by the receipt of income of 
which a proportion relates to the period 
up to the date of death (see paragraph 
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48). Where, however, statutory appor- 
tionments are excluded by the trust in- 
strument it may be necessary to make an 
adjustment to both the capital account 
and the relevant asset account (see para 
graph 19). 

35. Where it has been necessary to 
make an equitable apportionment any 
amount credited to capital should be 
stated separately. 

36. Where there have been payments 
of succession duty or legacy duty, an in- 
dication should be given of whether the 
whole has been charged to capital or 
whether some part has been apportioned 
to income. 

Outstanding liabilities 

37. All outstanding liabilities of material 
amount affecting the capital account should 
normally be provided for. (Liabilities not 
provided for should be noted on the bal- 
ance sheet, as stated in paragraphs 15 and 
16.) 

Comparative figures 

38. Comparative figures for the preced 
ing period will not normally serve a use- 
ful purpose in the capital account. 
Cumulative totals 

39. Cumulative totals from the com- 


mencement of the trust should be in- 
cluded where it is of advantage to do so. 


Special funds 

40. Special funds, dealt with separately 
in the balance sheet, should have their 
separate capital accounts. 


Income Account 


41. The income account should be pre- 
sented in such a form as to give a clear 
disclosure of the transactions of the 
period and the amount available for 
division. 

42. All items involving considerable de- 
tail, such as investment income, should be 
included in total only, with appropriate 
reference to supporting schedules. 

43. The selection of a suitable account- 
ing date (see paragraph 6) should be re- 
garded as an important factor in the pre- 
sentation of the income account for ex- 
ample, where the question of annuities 
and the income from which they are paid 
arises. 
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Income 


44. The income account should norm- 
ally inelude all income received within 
the period of the account. 

15. The trustees are not normally re- 
quired to account for income until it has 
been received, so that the account should 
not include income which though due at 
the accounting date, has not been -re- 
ceived. Where, however, a material item 
of income, due and normally received 
within, the accounting period, has not 
been received, it may be desirable, in 
order to avoid distortion, to include the 
amount due with a corresponding debtor 
item in the balance sheet provided it has 
since been received; if this is not done the 
account should indicate by note the item 
which has not been so included. 

i6. Items such as rents collected but 
still in the hands of agents should be re- 
garded for accounting purposes as having 
been reeeived by them on behalf of the 
trustees and therefore brought into the 
income account with a corresponding 
item of debtors’in the balance sheet. 

17. Items should be grouped in appro- 
priate classification ; for example, interest 
ou government securities, dividends, in- 
terest on mortgages, rents, business pro- 
fits, credits from realized capital on equit- 
able apportionments. 

18. Where income is received which re- 
lates to a period partly before and partly 
after the date of death, the income account 
should be credited only with the pro- 
portion which has accrued since that date, 
unless there are contrary instructions in 
the trust instrument. The balance should 
be treated as a realization of capital and 
credited to the relevant asset account. 
This principle applies whether an appor- 
tionment was included specifically in the 
valuation for estate duty purposes or was 
deemed to be included in the valuation of 
investments at the date of death. 

49. Dividends, interest and other in- 
come received under deduction of tax 
should normally be stated at the gross 
amount (see paragraph 52). 


Expenditure 


50. The income account should include 
all amounts payable in respect of the 
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accounting period, including amounts ac- 
crued up to the accounting date but not 
then due for payment. This accrual basis 
should normally be applied to all items, 
including annuities, chargeable to the 
income account. 


51. Items of expenditure should be 
grouped in appropriate classification; for 
example, annuities, interest on estate and 
succession duties, interest on bank over- 
drafts, transfers to capital as a result of 
equitable apportionments, income tax, ad- 
ministration expenses, succession duty (if 
any) apportioned to income, and any 
legacy duties chargeable to income (indi- 
catjng whether any part of the legacy 
duty on the residuary account, represent- 
ing duty on income falling into the re- 
siduary estate, has been charged to 
income). 


Income tax 


52. The charge for income tax should 
normally represent the full charge falling 
on the estate income, namely, tax under 
direct assessments plus tax deducted at 
source less tax recovered under repay- 
ment claims by the trustees and tax de- 
ducted from payments. This necessitates 
the inclusion of interest, annuities and 
similar items at the gross amount 
(whether or not tax was deducted by the 
trustees) and the inclusion of income at 
the gross amount (whether or not re- 
ceived less tax). Such treatment, besides 
showing the true incidence of income 
tax on the trust income, facilitates com- 
parisons with income and expenditure of 
other periods. 

53. If the income tax details are con- 
siderable it is desirable to show them in 
a separate schedule. 

54. Where the income tax charge ar- 
rived at in accordance with 52 above does 
not represent income tax at the standard 
rate on the estate income, the position 
should be explained by note or narration 
and if necessary in the schedule. This 
position may arise, for example, where 
trustees pay income tax under direct 
assessments after deduction of life- 
tenants’ personal allowances, or where 
foreign income or other complications 
arise. 
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55. In some eases it may not be practic- 
able to follow the normal procedure re- 
ferred to in 52 above, for example, where 
there are special difficulties arising from 
annuities free of income tax and sur-tax. 
In such eases the income account should 
indicate clearly the treatment adopted. 
Balance of income 


56. The income account should show 
the balance available after meeting ex- 
penditure chargeable against income and 
the manner in which the balance has been 
applied by the trustees; for example, 
amounts divided amongst the bene- 
ficiaries and transfers to accumulations 
accounts, indicating the bases of division 
in cases such as those where adjustment 
is required for interest on advances of 
capital to beneficiaries. 


Comparative figures 


57. Comparative figures of income and 
of expenditure for the preceding account- 
ing period should be stated if appropriate. 


Schedules and Subsidiary Accounts 


58. Whenever possible, detail should be 
relegated to schedules and subsidiary ac- 
counts, leaving only the significant totals 
in the main accounts. 

59. Appropriate cross-references should 
be given both in the main and the sub- 
sidiary documents. 

Investments 

60. Unless investments are so few that 
they can be detailed conveniently in the 
main accounts, a separate schedule should 
be prepared. 

61. The schedule should be so drawn as 
to enable totals in the main accounts to 
be identified readily. The grouping of the 
items in the schedule should therefore 
correspond with the grouping adopted in 
the balance sheet and it may be necessary 
to have more than one schedule. 

62. Special funds dealt with separately 
in the balance sheet or income account 
should in any case have their separate 
schedules. 

63. The following information should 
be given in the investment schedule(s), 
either in detail or by appropriate sum- 
maries, by the use of separate columns or 
otherwise : 
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(a) Deseription and nominal amounts 
of investments, with estate duty 
value in the case of the testator’s 
investments (see paragraph 18 
and cost or other book amounts of 
the trustees’ investments; also, in 
the case of all quoted investments, 
the market value on the accounting 
date. 

In the case of mortgages, details of 
the amount, security, rate of in- 
terest and due date thereof, with 
particulars of any arrears of 
interest. 

The gross amount, the income tax 
deducted and the net amount of 
interest and dividends. 

The periods in respect of which 
income has been received and the 
rates of dividend, with any appro- 
priate comments. 

Purchases and sales of investments 
during the period and any 
pluses or deficients arising on 
realization. 

Statutory apportionments of divi- 
dends between capital and income, 
shown item by item. (Equitable ap- 
portionments do not usually fall to 
be dealt with iten’ by item. Any 
entries in the capital and income 
accounts for these apportionments 
should be explained by narration 
or by reference to a_ separate 
schedule if appropriate. ) 

In the case of real estate and lease- 
hold estate, the estate duty value 
or cost or other book amount 
where available, with such details 
as tenure held, property expenses 
suitably analysed, rents received 
and particulars of any arrears. 


sur- 


Accounts with beneficiaries 

64. Accounts with beneficiaries should 
normally be presented. This is particu- 
larly important where the details are in- 
volved; for example, where there are 
periodical payments on account of. in- 
come, accumulations accounts, mainten- 
ance accounts, or other special complica- 
tions. 
Capital cash summary account 

65. A capital cash summary account, 
containing in summarized form all signifi- 
cant information regarding the receipts 


(Continued on page 425) 
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and payments on capital account during 
the period covered by the accounts, 
should be presented where it is desirable 
to do so. The information shown by such 
a summary account will not normally be 
apparent in the estate capital account, 
which ineludes transactions other than 
receipts and payments. The summary ac- 
count therefore provides a link between 
the capital cash shown in the balance 
sheet and that shown in the previous 
balance sheet. 
Other schedules 

66. Examples of other matters for 
which separate schedules should be pre- 
pared, where the detail involved makes it 
desirable, are the following: 


(a) Debts due by the deceased, giving 
suitable particulars where the 
amounts paid differ from probate 
figures. 

Debts due to the deceased, giving 
suitable particulars where the 
amounts received differ from pro- 
bate figures. 

Executorship or administration ex- 
penses on both income and capital 
accounts. 

Pecuniary and specific legacies, 
showing the rates and amounts of 
legacy duty, the legacies paid or 
satisfied and whether the estate or 
the legatees were liable for the 
duty. 





ARTICLES IN COST 


ACCOUNTING 


JOURNALS 


by 


H. F. Fox, F.c.A.. 
TELL EMPLOYEES WHY COSTS MUST BE CUT 


(By Fred Rudge in ‘‘ Factory Management and Maintenance,’’ 
U.S.A., June, 1949.) 


‘‘A pithy presentation of facts and 
sound common-sense principles’’ aptly des- 
cribes this article by Fred Rudge, Presi- 
dent of Fred Rudge Inc., New York. It is 
second of Factory’s special series on cost 
reduction. The article, which is illustrated 
and supported by sixteen case studies, dis- 
sects the problem into six headings, viz.— 

1. Does Employee Thinking Make a 
Difference ? 
What Hurdles for Management? 
What Must Management Know? 
What Must Management Do? 
How do you Sell Cost Reduction? 


6. What Channels of Communication ? 
Obviously the article does not discuss 
methods of cost reduction. It deals with 
preparation of the groundwork for a cost 
reduction production, and as this affects 
men and women rather than materials and 
machines, it is primarily a study in prac- 
tical psychology. This, however, should 
not minimize its value and interest to ac- 
countants, who can no longer afford to 
shut themselves behind an ‘‘iron curtain’’ 
of ledgers and accounting concepts, but 
must rub shoulders with management, and 
preferably form part of management itself. 


MEMOMOTION STUDY TECHNIQUE 


(By Prof. M. E. Mundel, in ‘‘ Factory Management and Maintenance,’’ 
US.A., June, 1949.) 


Enthusiasts in time and motion study 
will be especially interested in this article, 
which describes a new technique with a 
camera designed to make one exposure per 


second. The author points to various ad- 


vantages which this procedure offers over 


the old stop-watch method. 
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REDUCTION OF MAINTENANCE COSTS 


(By W. F. Bower, in ‘‘ Factory Management and Maintenance,’’ 
U.S.A., June, 1949.) 


Attention is drawn to the high cost of 
maintenance which is carried out at week- 
ends, where limitation of time is often a 
vital factor. The author, who is Plant 
Engineer of S.K.F. Industries, Phila- 
delphia, states that maintenance work 
done in that plant during the summer vaca- 
tion close-down costs less than 40 per cent. 


of normal, and a better job is also done. 
He advocates such shut downs as a normal 
practice. 

This offers an important thought to all 
eost accountants, who might profitably 
examine the position as it applies to the 
organizations with which they are con- 
nected. 





FOUR POINTERS ON HOW TO WRITE 
GOOD REPORTS TO YOUR CLIENT 
(OR YOUR BOSS) 


Some excerpts from a paper by the late M. J. 


BorpeKer, C.P.A., of 


Lybrand, Ross Bros. & Montgomery, Los Angeles. 


writing properly begins with 


Report 

report planning. Report planning pro- 
*perly begins when the engagement is 
being arranged with the client and con- 
tinues until the ink is dry on the account- 
ant’s signature. 

The first step in planning a report is to 
determine its main purpose. I shall pass 
over reports on special investigations, 
and discuss only reports on the regular 
periodic audits. Probably their most fre- 
quent purpose is for submission to the 
bank where the client has a line of credit. 

An examination of identical scope may 
be made of a company with no bank loans 
outstanding and for an entirely different 
purpose. If the audit was made to inform 
management of the functioning of the 
accounting department, the report might 
well omit some of the data useful to a 
ereditor bank and include detailed com- 
ments on certain phases of the accounting 
work. 

If the report is intended entirely for 
the use of a management which is ade- 
quately supplied by its own organization 
with timely financial statements, it is in- 
appropriate, as well as uneconomical, to 


include statistics, schedules, and compari- 
sons which are already last month’s news. 
But the management of another company 
might not have good internal reporting, 
and so would welcome in the accountant’s 
report exactly the data which would be 
useless duplication in the first case. 

So, in planning what besides the bare 
essentials should go into his report, the 
accountant is wise to determine first the 
purpose of the report and then how he 
can fashion it to fulfil that purpose. If 
there is more than one main purpose, the 
client’s needs can sometimes best be met 
by a report aimed at one objective, with 
a supplementary letter or report directed 
at the other. 

After deciding generally on the type 
of report to meet. the purpose, the ac- 
countant will find it helpful to keep a 
memorandum as the audit work pro- 
gresses, listing matters which may be in- 
cluded in the report. By so doing, he will 
accumulate considerable report material 
by the time his field work is finished and 
he is less likely to omit matters of interest 
than if he depends entirely on a final 
review of his papers for report data. 
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Writing Good Reports—continued 

The final step before actually writing 
is the arrangement of his material in order 
and the outlining of his report. I do not 
believe that the order of presentation 
need be or should be standardized. There 
is much to be said for the newspaper 
device of bringing out the most signifi- 
cant points first. It.is quite common, and 
is often highly desirable, to open the long 
report with a scope paragraph similar to 
the first paragraph of the short form. 
But immediately after that the aecount- 
ant has an opportunity to seize the 
reader’s interest by bringing out his most 
important points at once, instead of lead- 
ing up to them with pages of routine or 
less significant data. 

A method which has particular merit 
when a report is long and detailed is to 
give at the beginning a summary of the 
salient points. This should be carefully 


written to avoid giving incorrect impres- 
sions because of omission of detail, and 
it should point out that the matters sum- 
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marized are discussed fully later in the 
report. Well presented, however, such a 
summary gives the reader a quick over- 
all view and should stimulate his interest 
and lead to more careful reading of the 
remainder. 

The report should be written as simply 
and clearly as possible. The language 
should not be stiff and stilted, or stereo- 
typed. Needless to say, it should be writ- 
ten to convey to the reader exactly and 
precisely the facts the accountant wishes 
to present. A poorly written report will 
damage the accountant if it makes the 
client wonder whether the auditing work 
was of no higher quality than the report. 
The report, and not the auditing, is what 
the client sees, and it is highly important 
to the accountant’s success in serving his 
client that the report meets the client’s 
needs and by its quality reflects credit on 
the accountant whose signature it bears. 


(From The Journal of Accountancy, 
May, 1949.) 


THE AUSTRALASIAN INSTITUTE OF COST ACCOUNTANTS 


Syllabus 

The Institute’s new Syllabus includes 
valuable information for all sections of 
the business community. 

This Handbook has been prepared pri- 
marily for the guidance of students wish- 
ing to qualify for admission to the Aus- 
tralasian Institute of Cost Accountants. 
In addition, it is hoped that it will give to 
executives in Industry, Commerce and 
Publie Service an indication of the pre- 
requisites demanded by the Institute from 
those admitted to membership. 


The Role of Cost Accountancy.—Cost 
Accountancy has an important part to 
play in the shaping of the Australian 
economy, and a greater understanding 
by Industry and Commerce of the profes- 
sion of the qualified Cost Accountant 
should result from a detailed knowledge 
of what the Institute requires of its 
members. 

To its members, the Institute offers a 
standard of educational attainment essen- 
tial to modern business; and to industry, 
_a skilled and competent service by mem- 
bers specially equipped to provide those 


data which are the basic features of its 


financial operations. 

Cost Accountancy as a Career.—aAll 
Cost Accountants and other leaders in 
industry will be interested to read in the 
Handbook the history of the develop- 
ment of cost accounting. In this develop- 
ment in Australia the Institute has played 
an important role. The growth of the 
Institute is reflected in the many types of 
activities which are available to members. 

Institute Activties—The various types 
of Institute activities are explained, such 
as “The Australian Accountant,” the Cost 
Bulletin service, lecture arrangements, 
Research Group action, and the various 
social gatherings arranged from time to 
time. 

Aid to Industry—The Handbook 
should be well received by Industry. In 
addition to giving the outline of the quali- 
fications of the modern Cost Acountant, 
the Handbook should acquaint industry 
of the detailed study requirements neces- 
sary before admission can be gained to 
the Institute. 
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Mr. W. D. Seott, who attended the 
Eighth International Management Con- 
gress in Sweden, in a recent address to 
the Victorian Division of the Austral- 
asian Institute of Cost Accountants, gave 
those present several thoughts about In- 
dustrial Organization in Sweden and else- 
where. 

Amazing progress has been achieved in 
cost accounting methods in such indus- 
tries as forestry, timber and allied indus- 
tries. In the sphere of home construction, 
considerable cost research has resulted in 
most efficient cost finding. But even more 
important to the Swedes is the mana- 
gerial use made of such information. 

A special Administration Problems 
Study Group consisting of members of 
thirteen important organizations has been 
directed to study problems and recom- 
mend procedure for better organization 
of industry and commerce. 

In Norway, much importance is at- 
tached to shipbuilding costs. Executive 
training is recognized as of major import- 
ance. 

In Denmark, cost accountants have con- 
ducted a great deal of research into the 
aspects surrounding housing construction 
costs. As in Norway, executive training is 
being given much attention. 

Cost accountants overseas are conduct- 
ing intensive research into problems asso- 
ciated with the costs of distribution. Mr. 
Scott urged Australian cost. accountants 


OVERSEAS DEVELOPMENTS IN 
INDUSTRIAL ORGANIZATION 
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to study the problem of distribution costs 
more closely. 

In moving a vote of thanks to the 
speaker for an interesting and instructive 
address. Mr. D. M. Cronin suggested that 
Australian cost accountants might very 
well heed the advice given by Mr. Scott. 
Perhaps in Australia we could do as well 
or even better than Sweden. If a con- 
certed research effort were to be made by 
all financial institutions, including the 
Australasian Institute of Cost Account- 
ants, then our industrial resources may 
be better harnessed to the big job of 
exercising better managerial control in 
industry. 

Professor G. L. Wood, Dean of the 
Faculty of Commerce in the University of 
Melbourne, agreed with Mr. Scott in the 
pressing need for a thorough study of the 
problems of distribution costs. 

The University, he said, regarded the 
Australasian Institute of Cost Account- 
ants as one of the leaders in the field of 
research in this matter. Cost accountants, 
especially in Australia, have a definite 
social responsibility to help to solve the 
real problem of how to increase the stan- 
dard of living through a reduction of dis- 
tribution costs. 

Cost accountants are a vital link in the 
research chain. Professor Wood issued a 
challenge to the cost accountancy profes- 
sion to solve Australia’s greatest cost 
problem of to-day—the reduction of dis- 
tribution costs. 








There must be few, if any, shareholders 
in these days who cannot read. Why, 
therefore, is it necessary for the Secretary 
of a Company, at the Annual General 
Meeting, to read meticulously, even down 
to ‘‘London, E.C.2’’, the notice convening 


READING THE NOTICE OF MEETING. 








the meeting, in response to which share- 
holders present have attended the Meeting! 
So far as I know there is no legal require- 
ment to do so. 

(Sir Russell Kettle, in a letter to The 
Secretary.) 
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Angus Lancaster 


The Perfect Squelch (1) 

The Saturday Evening Post conducts a 
series of notes under the above title. Here 
is one which happened in Australia. 


A daily newspaper columnist who is 
probably the best known of his kind in 
this country is in the habit of inviting 
local celebrities to write his column 
during his holidays. While Mr. Neville 
Cardus was reporting the last Test 
Cricket match in Brisbane, the columnist 
wired him, “Would like you act guest 
columnist my paper twenty seventh,” 
signed Cardus replied: “What 
column? What paper?” 


The Breath that Cannot Flatter 

Isaac Hawkins Browne was born in 1706 
at Burton-on-Trent. He was educated at 
Westminster School and Cambridge, 
settled at Linecoln’s Inn, which involved 
the reading of a little law, inherited an 
estate from his grandfather, married, be- 
gat a good son, became an M.P., and died 
of a decline in 1760. 

On the authority of Dr. Johnson, he was 
‘fone of the first wits of this country!’’ 
The doctor also said of him: ‘‘of all con- 
versers ... the late Hawkins Browne was 
the most delightful with whom I was ever 
in ecompany.’’ His schoolmate, Newton, 
Bishop of Bristol, described him thus: ‘‘In 
some things he very much resembled Mr. 
Addison. Like him, he had a fine under- 
standing with a happy mixture of the 
sublime and comic genius. Like him he 
never had a good constitution, but was 
subject to great flatulencies and lowness of 
spirits. They both attempted to speak in 
Parliament, but with such ill success that 
neither of them attempted it a second time. 
They are both excellent companions, but 
neither of them could open well without 
first having a glass of wine, and then the 
vein flowed to admiration.’’ 

Newton describes one of these happy 
evenings when Lord Lyttelton (An 


ELighteenth-Century Gentleman, by S. C. 
Roberts) was also present. The latter got 
up on some occasion, and Browne said 
eagerly, ‘‘I hope your Lordship is not 
going.’’ ‘‘No, no,’’ replied he. ‘‘You are 
so entertaining that it is impossible to 
leave you. You are like the nightingale 
that sings sweetest at midnight.’’ ‘‘I thank 
you, my Lord,’’ said Browne, ‘‘for your 
comparison; but there is another simile 
which suits me much better: I am like the 
flying fish, and while my wings are wet, 
can soar above my ‘native element; but as 
soon as they grow dry, I drop into it 
again.’’ Browne must have soared oft and 
long, for Dr. Johnson told Boswell (Jour- 
nal of. a Tour to the Hebrides) that 
3rowne drank freely for thirty years. 
Hawkins Browne has left us one of the 
best parodies in the English language. It 
is called A Pipe of Tobacco; in Imitation 
of Six Several Authors. It was published 
by Gilliver in 1736. The six authors 
imitated included Pope and Swift. The 
title of this note comes from the fourth 
imitation : 
‘*But courtiers hale the puffing tribe— 
no matter. 
Strange if they love 
cannot flatter.’’ 


the breath that 


You will come across Isaac Hawkins 
3rowne and his parooy in unexpected 
places. For example, Jane Austen was ac- 
quainted with A Pipe of Tobacco. She may 
have read it in Dodsley’s Collection (Vol. 
II) or in Goldsmith’s Beauties of English 
Poesy (1767)—probably the former. At 
all events, she introduces: him into Mans- 
field Park at a stage where speculation is 
taking place on the good things that will 
happen on the return of the master of the 
house. 

‘*Sir Thomas is to achieve mighty things 
when he comes home,’’ said Mary, after 
a pause. ‘‘Do you remember Hawkins 
Browne’s ‘Address to Tobacco,’ in imita- 
tion of Pope ?— 





430 


End Pages—continued 


‘Blest leaf! whose aromatic gales dis- 
pense 

To Templars modesty, to Parsons 
sense.’ 

I will parody them: 

Blest Knight! whose dictatorial gales 
dispense 

To children affluence, to Rushworth 
sense. si 

The following are the concluding lines 
of a happy tribute to Browne by Robert 
Lloyd (1762) : 

‘Long as Tobacco’s mild perfume 

Shall scent each happy Curate’s room, 

Oft as in elbow-chair he smokes, 

And quaffs his ale, and cracks his jokes; 

So long, O Browne, shall last thy praise, 

Crown’d with Tobacco-leaf for bays: 

And whosoe’er thy verse shall see, 

Shalt fill another pipe to thee.’ 

The reference in the Sixth Imitation (of 
Swift) to the Free Briton calls to mind an- 
other famous journal—the North Briton— 
founded by John Wilkes in 1762. To me, it 
is one of the minor tragedies of history that 


Swift was not a fighting contemporary of 


Wilkes. Alas, the Dean, whose last three 
years were passed in almost total silence in 
the hands of keepers, died in 1745, seven- 
teen years before the first number of North 
Briton appeared. I believe the Dean would 
have annihilated Wilkes, and in the process 
English literature would have been en- 
riched with priceless irony and invective. 
In saying this I am paying Wilkes a high 
compliment, for he ‘‘was one of the 
greatest wits in a witty age. 

Sir Charles Petrie (The Four Georges) 
describes him —‘‘He was one of those en- 
gaging rogues (there have been several in 
our own time) whom the British Publie 
takes to its heart, and for whom it never 
loses its affection in spite of their patent 
rascality.’’ As Horace Walpole sighed, 
**Despotism will forever reproach Freedom 
with the profligacy of such a saint.”’ 

In illustration of Wilkes’ punch, his first 
edition of the North Briton, coupled with 
strenuous campaigning in the House, de- 
nounced the then Prime Minister, Lord 
Bute, with such vigour and success as to 
drive him from the Ministry. It must, 
however, be admitted that Wilkes held all 


? 
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the cards. After speaking of the favour- 
able circumstances existing on the acces 
sion of George III, Horace Walpole dis- 
cussed the liabilities side of the political 
balance sheet: ‘‘A passionate, domineering 
woman (Mother of the young King) and 
a Favourite (Bute) without talents, soon 
drew a cloud over his shining prospect.’’ 
Walpole detested them both and pursued 
them with angry contempt to the end. That 
Bute was a champion of the royal preroga- 
tive was bad enough, but there were other 
reasons for his unpopularity. ‘‘The 
Favourite was unknown, ungraciously, 
and a Scot, and his connection with the 
Princess (George’s Mother) a Scandal.’’ 
(Quoted by Dr. Gooch in Courts and 
Cabinets, at p. 183.) 


It will be seen that Dr. Johnson was not 
alone in his dislike of the Seots. To the 
average eighteenth century Englishman, 
Scotland was like unto an _ unsightly 
sebacious cyst growing on the head of 
England. Its fatty content is noisome and 
rancid, but unless the cyst becomes ab- 
scessed, it is merely uncomfortable and 
unsightly. Bute was considered to be such 


an abscess. 


[To many eighteenth century English- 
men London was also a ‘‘wen.’’ It was a 
common topic that the capital was ‘‘a head 
too big for the body’’—‘‘no better than a 
wen or excrescence upon the body politic,”’ 
J. Tucker, Four Letters to the Earl of 
Shelburne (1773).] 

Let me conclude this glimpse of a few 
eighteenth century characters with two 
more specimens of Horace Walpole’s gentle 
and tolerant opinion of his contemporaries. 
Ife thus described Bute’s successor, Gren- 
ville: ‘* searce any man ever wore in 
his face such outward and visible marks of 
the hollow, cruel and rotten heart within.”’ 
The following description of another Prime 
Minister, Lord Shelburne, is a model to 
modern biographers of meekness and com- 
passion: ‘‘His falsehood was so consistent 
and so notorious that it was rather his 
profession than his instrument. He was so 
well known that he could only deceive by 
speaking truth. His plausibility was less 
an artifice than a habit, and his smiles were 
so excited that, like the rattle of the Snake, 
they warned before he had time to bite.’’ 
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Pre-paid Expenses 


At the outset I should draw attention to 
the fact that ‘‘End Pages’’ are devoted to 
‘littering your memories’’ with ‘‘idle in- 
formation about life.’’ Nothing I have to 
say is of the slightest consequence and, 
therefore, I claim all the privileges of the 
clown, the chief of which is that umbrage 
cannot be taken. 


In the May, 1948, issue of the Journal 
at pp. 143-147, Mr. L. A. Braddock, in an 
article which is a model of perspicuity, 
discusses the subject of pre-paid expenses. 
First of all he outlines the traditional 
method of excluding prepayments from 
the profit and loss statements. He illus- 
trates the method by an Insurance Account 
Expense Account), Pre-paid Insurance 
Asset Account), involving the transfer by 
journal entry of the amount of the pre- 
paid insurance from the first to the second 
account at balance day and the reversal of 
the journal entry on the first day of the 
new accounting period. 

In the course of criticizing the tradi- 
tional method, Mr. Braddock points out 
that ‘‘in the short period (i.e., an arbi- 
trary accounting period of a month or a 
year), we define that expenditure which 
will benefit long periods as ‘assets,’ and 
that which has been absorbed during the 
current period as ‘expense.’ ’’ Where, as 
in the above example, expenditure is in- 
curred which will not be totally absorbed 
into costs within the relevant accounting 
period, Mr. Braddock recommends that the 
initial debit should be to an Asset Account 

in the example ‘‘Pre-paid Insurance 
Account’’) and the sum representing the 
absorption for the relevant accounting 
period should be transferred from the 
Asset Account direct to Profit and Loss 
Account. Among the several practical ad- 
vantages of the method advocated by Mr. 
Braddock is the elimination of an unneces- 
sary account (in the example, ‘‘ Insurance 
Account’’) and the ‘‘reversal entry’’ on the 
the first day of the next accounting 
period. 


Apart from these and other practical 


considerations, Mr. Braddock attacks the 
traditional method as wrong in principle. 
Just for the Pickwickian fun of the thing, 
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may I take the liberty of joining issue with 
him. 

(1) The artificial distinction between an 
‘‘asset’’ account and an ‘‘expense’’ ae- 
count is false. 

(2) All expenditure incurred is an 
and should be debited to an 
pense account. 

(3) On balance day every expense ac- 
count should be examined and it must 
‘*show cause’? why the whole or any part 
of it should not be transferred to profit 
and loss account. That is to say, the bur- 
den of proof rests on him who seeks to 
carry any sum forward as an unabsorbed 


cc ex- 


pense’’ ex- 


expense. 

If there is any merit in these views it 
follows that insurance payments should be 
debited to an Insurance (Expense) <Ae- 
count. That portion which represents ‘‘ex- 
pense absorbed’’ will be transferred to 
Profit and Loss Account and the balance 
(being unabsorbed expenditure) will be 
earried forward. 


The Fall 

A reader has asked why Americans use 
‘*Fall’’ instead of ‘‘Autumn.’’ Is this just 
another Americanism? Nothing could be 
further from the truth. The ‘‘Fall’’ or 
the ‘‘ Fall of the leaf’’ is good old English. 
Shakespeare used it. In Richard II the 
gardener refers to the death of the Earl of 
Wiltshire, ‘‘He that hath suffer’d this dis- 
ordered spring hath now himself met with 
the fall of the leaf.’’ Before that, Roger 
Ascham (1515-1568) enumerated the sea- 
sons as ‘‘Spring time, summer, fall of the 
leaf, and’ winter.’’ William Penn took the 
word with him to America in 1682 and 
began a letter from there to England: 
‘* First, of the fall, for then I came in.’’ 


The Tournament 

The tournament was a military sport of 
the Middle Ages in which combatants en- 
gaged one another with the object of ex- 
hibiting their courage and skill in the use 
of arms. The sport began in France in the 
tenth century and soon spread to England, 
where it was much in vogue in the twelfth, 
thirteenth and fourteenth centuries. A 
tournament was normally held on the in- 
vitation of some prinee, conveyed by a 
knight-of-arms or herald’ through the 
prince’s own dominions and to foreign 
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courts. The combatants hung up their 
armorial shields on the trees, tents and 
pavilions around the arena for inspection 
to demonstrate that they were worthy can- 
didates in respect of noble birth, military 
prowess and unspotted character. The 
combat took place on horseback, but an un- 
seated warrior often continued the fight on 
foot. The weapons were blunted lances or 
swords. Minute regulations governed the 
proceedings. The prize was bestowed by 
the lady of the tournament on the winning 
knight, who approached her with extreme 
reverence. There was also the joust, which 
was a single ‘‘combat,’’ as distinguished 
from the tournament, in which a troup of 
combatants encountered each other. 

The tournament went out with the medi- 
eval age. By the beginning of the sixteenth 
century, they came to be regarded as State 
pageants rather than real combats. This 
noble institution received its mortal blow 
when, in 1559, Henry II of France lost an 
eye in a tournament and the injury lead 
to his death. 

The last attempt to revive the glories of 
the tiltyard was at Eglington Castle in 
1839. The show was put on by Archibald 
Montgomerie, Earl of Eglington, Lord- 
Lieutenant of Ayrshire. It was a full cos- 
tume affair, and Philip Guedalla is right 
when he says that ‘‘medieval costume was 
supremely ridiculous to a generation which 
wore rectangular hats and strapped its 
trousers under its boots.’’ Even Mr. Dis- 
raeli, who, least of all men, was entitled 
to joke at sartorial eccentricities, was still 
laughing forty years later at ‘‘the Knights 
of the Griffen, and the Dragon, and the 
Black Lion and the Golden Lion, and the 
Dolphin, and the Stag’s Head, and they 
were all always scrupulously addressed by 
their chivalric names, instead of by the 
Tommys and the Jemmys that circulated 
in the affectionate circle of Whites, or the 
Gusseys and the Regys of Belgravian tea 
parties.”’ 

The most notable participant in the 
tournament at Eglington was Prince Louis 
Napoleon, afterwards Napoleon III. The 
prince’s biographer, Guedalla, says: ‘‘It 
was all vastly entertaining, and the Prince 
went up to Scotland to play a leading part 
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in the pageant. He proposed to appear in 
the lists in a dazzling combination of 
bright steel and crimson satin, with a some- 
what ill-advised creation of green velvet 
for evening wear. His _ horsemanship, 
which was excellent, would have made him 
a more formidable pretender to the throne 
of England, where such accomplishments 
are highly valued; and with Persigny as 
his faithful squire, he figured prominently 
in the jousting. The first day of the tour- 
nament was held in pouring rain, and the 
knights adjourned to the ball-room, where 
Prince Louis tilted on foot. He was at 
home in the air of chivalry... .”’ 

This little account was occasioned by the 
fact that last evening I began to read 
Mr. Churchill’s Their Finest Hour. All 
through the night I read with mounting 
horror the story of the battles of 1940. To- 
night, still haunted by the memories of 
those grim days, and resolved to forget— 
for a brief space —‘‘the weariness, the 
fever and the fret,’’ I happened to pick up 
a little book I have owned for over thirty 
years, and have not read till now. It is 
Dr. John Kerr’s Leaves from an Inspec- 
tor’s Logbook, and there in the first few 
pages I read, ‘‘My father was coaxed into 
taking me with him to see that great epoch- 
making event of the nineteenth century, 
the Eglinton Tournament, unquestionably 
the most gorgeous pageant of modern 
times. There were present representatives 
from almost every country in Europe, and 
among them Louis Napoleon, afterwards 
Emperor of the French. I remember dis- 
tinctly the two or three days of a con- 
tinuous downpour of rain, the tilting of 
the knights, the shivering of lances, and 
the unhorsing of riders.’’ 

The Queen of Beauty at the Eglinton 
Tournament was Lady Seymour. Her 
bodyguard were the members of the 
Archery Club, the toxophilites of Irvine, 
who, in the picturesque traditional uni- 
form of Robin Hood, made a brave show. 
For their services, the Earl presented the 
toxophilites with a gold belt set with pre- 
cious stones, costing, it is said, £200. The 
belt became the chief prize at the Club’s 
annual competition; the winner was cap- 
tain-general for the year, and wore the 


belt. 











